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Progressive Taxation 
Underdeveloped Countries 


may affirmed that the whole the financial literature 
the nineteenth century was concerned stress the negative 
economic effects progressive taxes. And those who took the 
view taxation based their case grounds equity 
certain economic principles such diminishing returns. 
These arguments were countered reference the harmful effects 
progressive taxes the incentives produce, save and invest. 

This position which covers, perhaps unconsciously, certain 
interests the privileged classes, still fairly widespread discus- 
sions what sound fiscal policy for the underdeveloped 
countries. Yet would seem that, for backward economies, 
progressive income tax imperative for particular reasons which 
are typical these economies, just essential advanced 
countries (1). 

must borned mind that the former countries the index 
concentration income extremely high. the apex the 
social pyramid, the more affluent classes, which account for 
insignificant proportion the population, are possession 
very large percentage the national income landed property, 
which those countries the most obvious indication income, 
whereas, the bottom, the vast majority the population has 
only tiny share income itself. Although complete statistical 
data are lacking, the numerous pieces information available, 
particularly those prepared the United Nations (2), make 


(1) (Fiscal Policy and Economic Development India, World Press, 
Calcutta, 1958, 12) regards progressive taxation prerequisite for the increase fiscal 
pressure poor country. 

(2) Nations, National Income and its Distribution Under-Developed Countries, 
New York, 1951. ECLA, politica tributaria desarrollo economico Centroamerica, 
United Nations, New York, 1956. Cf. also: THe INTERNATIONAL BANK RECONSTRUCTION AND 
The Economic Development Nicaragua, John Hopkins Press, Baltimore, 
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possible affirm, has been shown by, among others, Marrama 
his essay economic development backward countries (3), 
that there undoubtedly more acute maldistribution income 
backward than advanced countries”. The fact that the con- 
centration income more marked underdeveloped countries 
basic consideration any attempt deal with the problem 
the role that progressive taxation can play these countries. 


Thus, side side with handful privileged persons with 
high standard living, there are vast sections the population 
who are living what amounts destitution, often with just 
enough keep body and soul together. The maldistribution 
income constitutes serious obstacle the economic development 
the country. For the poverty and apathy the population 
makes impossible make efficient use people the productive 
process. industry expand and agriculture achieve 
certain level intensive cultivation, the workers must prepared 
for this task. They must trained, specialized and must have pro- 
gressed from the technical and social point view. The absence 
working class with these prerequisites leads lack 
external economies the labour field, and thus sets rigid limit 
economic progress. What needed such circumstances 
policy income redistribution the government authorities 
policy designed lighten the tax burden the poorest classes 
the greatest possible extent and effect adequate increase 
the basic services from which they will benefit, such education 
and hygiene which are usually sadly neglected countries with 
backward economy. These measures would increase the productivity 
the economic system and create the prerequisites for the expan- 
sion the economy. 

other words, may regard having positive effect any 
financial measure which relieves the less well classes taxes, 
raises expenditure services enjoyed them, and makes the richer 
classes shoulder the cost these two moves. This policy must 


estudio experimental Salvador, Fondo cultura Mexico, 1949; 
temala, Stanford University Press, Stanford, 1952. 

(3) Saggio sullo sviluppo economico dei paesi arretrati, Einaudi, Turin, 
1958, 37. 
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naturally qualified the observation that any progressive tax 
bound constitute disincentive produce for those who pay it. 
For that matter, any fiscal imposition, even proportionate, can 
have this result. But, consider the economy whole, from 
macroscopic point view and not only from that the taxpayers 
affected, will not easy assert that progressive taxation 
definitely disincentive for the national economy whole. 
make such case, essential prove that the discouragement 
created progressive taxation the case the largest income 
holders (who pay higher amount taxes than they would under 
proportional system) outweighs the relief, and hence the encourage- 
ment produce which the smaller income holders receive paying 
less the way taxes than they would under the proportional 
system. priori, impossible prove which greater the 
disincentive the incentive take our starting point the 
assumption that fiscal receipts will equal. 

Not only so. Let drop the hypothesis that the amounts raised 
the two kinds tax are equal, and let suppose that the State 
allots the greater part the proceeds what now progressive 
taxation the creation fundamental public services calculated 
raise the standard living, both economic and social, the poorer 
classes. then have prove that not even the greater productivity 
(of these classes) which can attributed the improvement 
their circumstances sufficient offset the production disincentive 
the wealthier classes, who now have pay greater amount 
taxes. This proposition is, must admitted, extremely debatable. 

All the more the concentration income due large 
extent inheritance shown the fact that the frequency curve 
incomes not symmetrical. Either, Tripathy (4) has proved, 
substantial part the largest incomes does not belong the 
entrepreneurial class. Hence, this income wealth the hands 
people who have tradition saving. else, not used 
for productive investments but squandered non-functional con- 
sumption unproductive investments. The asymmetry the 
curve income concentration cannot linked with asymmetry 
the productive capacity the present generation (5). But, has 
been amply demonstrated by, among others, Benini, Gini and Pigou, 


(4) Fiscal Policy, op. cit., 13. 
(5) this problem, cf. The Distribution Ability and 
The Review Economics and Statistics, May 1960, pp. 189-495. 
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this capacity depends the influence the inheritance factor 
accentuated the opportunities earning higher incomes resulting 
from the possession such wealth, quite apart from the productive 
capacity the actual income holders. This means effect that 
the asymmetry income distribution depends the productive 
capacity attitudes past generations. this contention 
accepted, will seen that, the higher incomes are taxed more 
than proportionately, there greater probability striking harder 
undeserved incomes, that is, incomes some extent independent 
actual productive capacity relation. follows that progres- 
sive taxes, both successions and incomes, within the limits 
present under consideration, will act disincentive present 
production only very restricted degree. 

The fact that, general, the influence progressive taxation 
production incentives does not depend much the progressive 
nature taxes per the marginal rate taxation, that is, 
the increase tax relation the increase total income. 
For, assume that the rate progressive tax increases, for 
example, from per cent, the loss the increased income 
resulting from the rise the rate taxation will only per 
cent the two rates question are applied respectively income 
above 100,000 and 200,000 lire, but becomes per cent the two 
rates are applied respectively incomes above 105,000 and 105,000 
lire, that is, the taxes are steeply progressive. obvious that, 
the second case, the obstacles the way increasing production, 
and hence obtaining larger taxable income, will much more 
formidable than the first example. And equally obvious that 
proportional tax, for example one per cent, will constitute 
greater obstacle increase the taxpayer’s activity and income 
whenever the marginal rate progressiveness kept below 
per cent. 

other words, the problem not much choose between 
and progressive taxation between different types 
progressive taxation. desired reduce the minimum the 
negative effects incentives produce, essential avoid 
types progressive taxation with high marginal rate taxation. 


The redistribution income effected through highly 
progressive type income tax and death duties does not have 
the negative effects ascribed even regards the incentives 
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save and invest. the contrary, underdeveloped economy 
such taxation can play positive part regard these two funda- 
mental development factors well. 

Everyone who has concerned himself with the economic pro- 
blems the depressed areas, however superficially, will remember 
the vicious circle that afflicts such countries low national per 
capita income, hence modest volume saving, and thus the 
level investment which often inadequate even enable national 
income keep with the increase the population, and therefore 
impossibility raising the per capita income. must borne 
mind that, while the developed countries devote 15-20 per cent 
their annual income investments the public private 
sectors many underdeveloped countries cannot allocate more than 
2-3 per cent. 

any one the links this vicious circle can broken, the 
development process will forward result. Now can easily 
shown that progressive taxation can have positive effect 
national saving. fact, the high propensity consume noted 
underdeveloped countries, contrary what might supposed 
desired, not caused much low per capita income the 
demonstration effect amply illustrated Duesenberry (6) and ex- 
tended international economic relations Nurkse (7). 

now generally agreed that, disregard short term 
factors (for example, rapid quantitative variations national income), 
the propensity consume strongly influenced the concentration 
income (that is, the internal maldistribution income) and the 
coexistence poor countries with rich ones (that is, the international 
maldistribution income). 

the underdeveloped countries, the very well-to-do classes have 
close relations with the highly developed nations and make frequent 
and lengthy journeys and pleasure visits the latter countries, even 
the expenditure involved considerable, since they are attracted 
the standard living there. the same way, young people are sent 
abroad, often for several years, study, because, among other things, 
the lack good schools their own country. When they come 
back home, all these persons are inclined import the way life 


(6) Income, Saving and the Theory Consumer Behavior, Harvard 
University Press, Cambridge, USA, 1952, pp. 25-28. 

(7) Problems Capital Formation Under-Developed Countries, Basil 
Blackwell, Oxford, 1953, pp. seq. 
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that they have seen abroad and copy, both quantitatively and 
qualitatively, that standard living. This imitation spreads all 
those the same social class through constant contacts between 
those who have been abroad and those who have not. These close 
relations between advanced and less advanced countries lead 
extensive consumption new and better goods the latter coun- 
tries. These goods, chain reaction caused the spirit imita- 
tion, give rise new stimuli and new needs, thus increasing the 
propensity consume general, and the propensity import 
consumer goods particular. 

This change tastes not confined the upper classes but 
trickles down the lower classes which are attracted the very 
high standard living the rich and, their turn, show 
increased propensity consume. The poor are dissatisfied with 
their standard living not much absolute relative terms. 
That is, they are acutely aware what others have which they 
Not possess. 

result these chain reactions, the standard living 
the better off classes, measured terms consumption, much 
higher than justified the economy whole. The formation 
savings sacrificed the consumption goods the greatest 
luxury (highly expensive cars and swimming pools, private clubs run 
lavish scale, and often most exclusive) (8). This type con- 
sumption sometime stems from mentality that could called 
feudal, from desire one the others. 

These considerations can, true, supported only partial 
and perhaps inadequate statistics, but whoever has had any expe- 
rience underdeveloped countries has clear recollection this 
state affairs, which particularly obvious neighbouring coun- 
tries with similar economy are visited, and comparison made 
between for example Costa Rica, with its relatively even distribution 
income, and the other Central American countries where there 
higher degree concentration. 

The upshot for the economy whole such maldistribu- 
tion high propensity consume which deprives the under- 
developed country the possiblity building the savings needed 


for investment. From this point view, there certain advantage 


(8) for all these: Aspects fiscaux développement économique 
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the isolation certain depressed countries from those enjoying 
higher standard living. This has been the case Russia and 
Japan where the demonstration effect did not extend consump- 
tion. This isolation makes possible keep down the propensity 
consume and speed economic development. The same limi- 
tation met with when the higher standard living the upper 
classes can not extended the others, either because the type 
aristocratic circles which form closed group, was perhaps the 
case Europe the Middle Ages. 

Hence will seen that policy income redistribution 
effected means progressive taxation does not have negative 
influence the national savings underdeveloped countries, partly 
because does not cut down the income saved, but the income 
consumed, and partly because, forcing the wealthier classes 
moderate their expenditure, induces the lower classes adopt 
greater degree austerity regards consumption. Thus, progres- 
sive taxation has fact favorable effect savings and invest- 
ment. this connection, the income tax more effective the greater 
the importance attaches the expenditure factor. This approach 
may reflected personal tax expenditure, tax preached 
Einaudi, and more recently Kaldor, who developed his theory 
his report Indian public Alternatively, the income 
tax should based more less inductive assessment the 
light indications the taxpayer’s expenditure standard 
living. 

Indeed, vast policy redistribution can forced through 
backward country fairly short time, even very drastic 
measures, although these might not directly justified the purely 
economic considerations discussed above. 

Kindleberger points out (9), experience shows that social sta- 
bility not function economic development but the relation 
between social and economic aspirations and the rate which these 
can satisfied. That economist reminds that the stagnant feudal 
society was characterized poverty and hunger, but also order. 
Only with the advent economic development did the question 


(9) Economic Development, McGraw-Hill, New York, 1958, pp. 224 
seq. 
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order arise when the increase the standard living was not 
matched the conviction that there was proper share it. 

fact, can argued that the lower and more numerous 
strata the population not even react the demonstration effect 
long their standard living low that they can hardly 
keep body and soul together. Besides, some ways this standard 
cuts them off from the rest the community. But, when economic 
development gets under way, the full impact the demonstration 
effect begins felt. For, result development, communica- 
tions become possible better owing the construction net- 
work roads. Knowledge spread wireless and some cases 
public television sets, the cinema, the press and on. Public 
works afford employment previously unemployed workers and 
thus give them taste, even only for time, higher standard 
living than the one that they are accustomed to. New desires 
and unsatisfied needs come light. And where formerly these 
social classes were reduced the darkest poverty but were contented 
resigned, now that they have got know better level living, 
they are eager improve still further and put several years 
progress into one. Their income, though higher, longer satisfies 
them, nor can they increase they desire stepping their 
efforts, since their productivity still low, and because there not 
yet enough industry the area create demand for labour. 

The result the emergence widespread social instability 
which has mind the overthrow the social and legal order 
result this burning desire not have lower level consump- 
tion than the next man. such circumstances, order can only 
preserved the national income increases very rapid rate, which 
practice, for various reasons including technical ones, cannot 
achieved, there radical redistribution income which will 
satisfy their dissatisfaction. Their discontent relative. That is, 
depends not much the amount income but the percent- 
age their income relation the percentage the hands 
all the others. Now the time for land reform and for other struc- 
tural reforms the same kind which can explained economic 
grounds but also the other grounds set out above. 

This evolution the attitude the less well-to-do classes 
towards the social order has become very obvious late Italy, 
especially the South the course the attempts develop that 
region. And the same attitude bound make itself felt sooner 
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later numerous countries Latin America, especially Central 
America, Africa, when the demonstration effect takes hold 
large masses the population, especially the peasants, present 
plunged the most fearful poverty. 

Once this stage has been left behind, and this range income 
passed that lies between destitution and higher income (but still 
far from the maximum), the problem can formulated terms 
gradual improvement the relative situation within the existing 
social framework. Now this transitional stage, highly progressive 
taxes incomes death duties are essential, and should even 
drastic, making for social cohesion. This problem has recent 
times interested economists, who, even they not deeply 
enough into these sociological considerations, regard progressive 
taxation means social stability (10). 


Since progressive taxation corrects the maldistribution 
national income, produces additional positive effects depressed 
economy the process development, especially regards invest- 
ments and the balance payments. 

The savings private persons are not always used for sound 
productive investments. This now generally accepted the rele- 
vant literature. Savings are often hoarded the form jewels, 
foreign exchange, gold and underdeveloped countries, and 
this practice due only part fears related the economic and 
political risks attaching the manner which the savings can 
used liquidity preference. Savings may hoarded, they 
may often invested abroad huge amounts, usually current 
bank accounts. general, these ways employing savings are 
so. Moreover, savings are channelled towards the construction 
luxurious residences, cinemas and theatres lavish scale, all 
which uses are considered, from the statistical point view, 
investments. But they are really either durable consumer goods or, 
they can classed investments, they are certainly much less 
productive than for example factories workshops. 

The distinction between productive and unproductive invest- 
ments not simple because rests value judgments. However, 
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Marrama (11) has suggested criterion that, default other 
principles, can regarded satisfactory. order distinguish 
between the two categories, not enough merely refer the 
productivity the investment terms national income. 
necessary consider its capacity reduce the ratio capital 
total income. This why, the early stages development, when 
any infrastructure lacking, investments the State, even they 
replace supplement private investment (which has been reduced 
progressive taxation), prove useful. 

Lastly, progressive taxation leads increase the purchasing 
power the poorer classes, who usually consume domestic products, 
the expense the wealthier classes. This switch another factor 
making for increase the demand for home products, since 
reduces the propensity consume imported goods, and this way 
opens new possibilities internal investment. 


The considerations set out above suggest that, underde- 
veloped countries, progressive taxation must not regarded only 
from the angle national finance but also and indeed above all 
from that the redistribution income. whole series circum- 
stances militates against the type broad based income tax that 
affects most the income taxpayers, and points the advisability 
tax confined few persons, i.e. those belonging the wealthier 
classes. Actually, broad based income tax very difficult apply. 
For the assessment taxes seriously complicated the lack 
the minimum education needed comply with the formalities 
involved such taxation system. Many the taxpayers have 
real estate that could guarantee the collection the tax the 
event failure pay. Then there the widespread dishonesty 
fiscal matters which gives rise extensive evasion. And there 
the indigence large percentage people who are not able 
contribute their share regards the social burdens. 

has been argued that progressive taxation not advisable 
poor countries because can effective instrument 
public finance. This view seems untenable, partly for 
the not strictly fiscal reasons mentioned above and also because pro- 
gressive taxation incomes, seriously implemented, likely, 


(11) Marrama, Saggio sullo sviluppo, op. cit., pp. 150-151. the difficulties the 
way making such distinction, see for example P., Op. cit., 199. 
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even limited few persons, yield higher return than would 
seem the case, and anyhow, one higher than advanced 
countries, other things being equal. the underdeveloped coun- 
tries, half the national income often drawn 5-7 per cent 
the population, while the share the poorest third the population 
hardly much 6-7 per cent. This high concentration 
income makes possible obtain good yield, even when taxation 
starts very high level. may therefore say that, all other 
things being equal, including the average income, the receipts from 
progressive tax will greater countries with high 
tion income than others. any case, the level which 
taxation starts for personal taxes underdeveloped countries 
usually very high, and, against all economic logic, they are often, 
absolute sum, higher than the corresponding figure for the 
most advanced countries (12). 


underdeveloped countries, income tax raises 
cularly difficult problems. There the taxation certain basic 
commodities and that capital gains. 

regards the former problem, should remembered that 
export levies certain agricultural products and other raw materials 
are characteristic some the underdeveloped countries, and are 
attempt institute rudimentary form income tax. This 
the case respect the levies coffee exports from numerous 
Latin American and African countries. 

There are several dozen countries using this device, especially 
Latin America, Asia and Africa. And for many them such 
taxes represent major source income for the State. Pakistan, 
for example, they provide per cent all government receipts (13). 

the country that taxes its own exports responsible for only 
small percentage world exports the product question, and 
other countries not follow suit, the tax not likely affect 
world prices that product. follows that the export levy borne 


(12) Cf. Nations, ECLA, politica tributaria desarrollo 
Centroamerica, 48; INTERNATIONAL BANK RECONSTRUCTION AND Base 
programma fomento Columbia. Informe una Bogota, 1951, 642. 

1957, pp. 295-296. The question levies exports has been discussed length 
problema las impresas los paises poco Essays sobre 
desarrollo Instituto estudios politicos, Madrid, 1954, pp. 193-211. 
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the main the local producers who, the other hand, are 
exempted from income tax, since the levy regarded equi- 
valent thereof. 

This type tax defended the financial authorities the 
various countries the main because easy assess and collect, 
for there possibility evading it. From the economic point 
view, there another advantage. Superprofits obtained pro- 
ducers the commodity the result unforeseen increases 
world prices can skimmed off, and not therefore increase the 
domestic demand for goods. Such export levies, then, have anti- 
inflationary effect. Lastly, there political advantage, since the 
method raising the money not specially obvious the consumer. 

These factors weigh heavily with the officials the country 
raising the taxes, even the anti-inflationary function can dis- 
charged only the proceeds are not used such way give 
rise another burst inflation from different direction. 

But these merits, which are basically administrative, are offset 
quite few economic disadvantages which definitely operate 
against development. Taxation, whether specific valorem 
the quantity produced exported, does not make possible for 
the production that commodity which usually fundamental 
importance the country’s economy extended marginal 
land. There are therefore pieces territory that are not brought 
into cultivation for this commodity because the cost production 
already high and will not bear the further burden the tax 
which more than swallows the potential profits. tax net 
income, the contrary, would enable the fiscal load shifted 
from that land more productive farms, and thus give rise 
increase production, There seems point dwelling further 
the harmful effects taxes exports, since this practice has 
been widely criticized most studies public finance under- 
developed countries (14). 

Considerations equity are also relevant, since the tax falls 
very unevenly those paying it; markedly regressive, since 
the poorest soils are actually split into the smallest holdings and 
are the hands the poorest owners, whereas the large income 
holders avoid the impact the progressive taxes levied other 


(14) observations Technical Assistance Operations, Informe sobre sistema 
tributario Salvador, September 25, 1959, chapter Also 
Nations, Missions Haiti, New York, 1949, pp. 310-311. 
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citizens. The data collected for the purpose showing how levy 
coffee exports acts regressive tax imcome are more than 
conclusive (15). order away with these regressive implica- 
tions respect marginal producers, some experts have put for- 
ward partial remedies which were termed sophisticated” the 
1954 United Nations Conference Geneva (16). The way out 
transform these levies into taxes income (17). 
While this undoubtedly the correct solution, must first 
all solve the basic technical problem finding system whereby 
income can assessed simple, cheap and foolproof fiscal device 
which will rule out extensive evasion. And here cannot help 
thinking the detailed register land. This ascertains the average 
income the normal income the light the physical coefficients 
the yields and costs, but valued monetary terms sufficiently 
mobile and flexible follow the variations prices. The register 
thus modified meet modern needs retains all its advantages 
stimulus production and premium the best farmers (18). 


There remains the problem capital gains. This takes 
different form underdeveloped countries. There, such taxation 
aims not much matching potential expenditure, Kaldor main- 
tains, cutting down profits and thus combating excessive 
speculation removing reducing incentives thereto, especially 
periods when the price land rising and there inflationary 
pressure (19). The exclusion capital gains from taxation was 
criticized Kaldor (20) both his book the tax expenditure 


(15) Nations, ECLA, politica tributaria, op. cit., 43. 
imposizione café Salvador”, Economia Salvadorefia, January-March 1955. 

(16) Nations, Taxes and Fiscal Policy Under-Developed Countries, New York, 
34- 

(17) Nations, ECLA, politica tributaria, op. cit., 39. 

(18) Cf. Taxation Agricultural Land Underdeveloped Economies, 
Harvard University, Cambridge, USA, 1954, especially chapter 
tributaria, Florence, Nuova Italia, 1950, pp. 139-225. Papers and Proceedings the Con- 
ference Agricultural Taxation and Economic Development, Harvard University, Cam- 
bridge, USA, 1954. 

Nations, Taxes and Fiscal Policy, op. cit., 36. The problem discussed 
more fully Nations, ECLA, politica tributaria, op. pp. 40-42. 

(20) Indian Tax Report Survey for the Government India, 
New Delhi, 1956, chapter Laxpawata, shares views, cf. his Taxation and 
the Plan, Popular Book Depot, Bombay, 1956, pp. against this, 
opposed this type taxation, also with reference India. Cf. his Recent Trends 
Indian Finance, University Madras, Madras, 1955, 99. 
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and report fiscal reform India where came out against 
the Commission Inquiry nominated the Indian Government. 
Kaldor feels that such exclusion cannot defended either 
grounds equity economic efficiency. Nor does agree that 
the taxation capital gains can have negative psychological effect 
investment and dealings shares. What achieved 
reduction the incentives acquire land other capital items 
which are held solely with view waiting until the price 
goes for reasons which have connection with the intentions 
the owner. obvious that, during the time when the land 
the hands the speculator, diverted from the normal 
productive process, since the current income from interest 
the owner, who therefore not interested investing it. 
However, the taxation capital gains solely attributable market 
movements and not the merits the owner does not any way 
act disincentive production investment. 


Rome 


The Problem controlling Liquidity 
France 


The idea liquidity finds expression more less the same 
terms France the other western countries. has now 
become the established practice distinguish between, the one 
hand, the the economy”, which its narrowest 
sense corresponds the money supply (compared with the national 
income) and, the other hand, the the banking 
system which comprises the banks’s holdings notes and coin 
and their balances sight accounts with the Bank France, 
together with the total amount the items which they can put 
inte the Bank France under the current regulations without 
incurring penalty. 

The methods adopted for influencing liquidity are also similar 
those employed other countries. make them easier 
understand, however, has been thought useful recall, way 
introduction, certain special features France’s monetary insti- 
tutions, namely the banks, the specialised institutions and the 
Treasury. 


Brief notes the French institutions 


First all, few words about the banks’ activities and the 
organisation credit: 

Bank deposits consist 85°/, sight deposits and only 
time deposits medium-term notes (bons For one thing, 
the banks not deliberately seek attract savings; secondly, the 
deposit” banks (banques which constitute the most 
important section the banking system, are not allowed receive 
deposits more than two years. 

More than four-fifths the total the short-term credits 
granted the banks (NF 30.4 billion out 36.87 billion 


2 


318 Banca Nazionale del Lavoro 


31st December 1959) take the form the discounting 
bills. Whether they are drawn against sale goods created 
mobilise advance, most these bills satisfy the conditions for 
for rediscount laid down the Bank France (three 
signatures known solvency, currency not exceeding days 
and, for bills mobilising advances, the prior consent the Bank 
France). 


Medium-term credits for period from nine months 
five years (capital development and export credits) are provided 
the banks, usually with the assistance specialised institutions (the 
Crédit National, the Crédit Foncier France, the Caisse Nationale 
des Marchés the Caisse des Dépéts Consignations and 
the Banque Francaise Commerce Extérieur) and the form 
bills which can rediscounted the Bank France. 


Non-mobilisable credits (advances, overdrafts, non-redi- 
scountable bills and personal loans) actually represent only 
tively small proportion the banks’ assets. 

Since the end the war the French banks have always 
substantially augmented their resources rediscounting. This 
brought out the following table: 


31/12/1958 31/12/1959 
billi 


Short-term bank credit: 


financed the banks. 25.40 80. 30.74 83.4 


the specialised institutions 6.29 6.13 16.6 

31.69 36.87 

Medium-term bank credit: 


Although 1959 the inflow gold and foreign exchange 
greatly added the liquidity the banks, the total the bills 
rediscounted the latter still amounted 31st December 1959 


| 
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10.5 billion, their total credit outstanding. This 
indebtedness the banks the Bank France due special 
circumstances; the balance-of-payments deficit, the introduction 
1948 minimum holdings short term public securities, etc. 
The situation was quite different before the war, especially the 
period 1930-1935. 

The banks not regard investment medium and 
long-term government paper normal way employing their 
customers’ deposits. 

Consequently measures restricting easing credit have 
direct impact the capital market and there close link 
between long-term and short-term interest rates. 

financial participations and firm subscriptions equity 
issues, the deposit banks are allowed engage such operations 
only within very strict limits, and even the d’affaires 
although their rules are more liberal, can use for this purpose only 


their own resources deposits fixed term notice least 
two years. 


The Conseil National Crédit fixes minimum interest 
rates for bank lending and maximum rates for the interest allowed 
deposits. Until recently this rule has just been changed 
the variations the official discount rate were always passed 
automatically and full the rates charged for credits. 

There direct link, the other hand, between the Bank 
France’s rate and the creditor interest rates allowed sight and 
time deposits. The Conseil National Crédit takes care, however, 
keep the rates applied the banks line with those the 
agricultural credit banks and the savings banks and with the issue 
prices for Treasury Bills “on forms” (the so-called “bons 
Trésor sur issued only non-bank subscribers). 

Apart from the banks, various public semi-public institutions 
play important part the French banking system. 

Thus the Crédit Foncier France and the Sous-Comptoir des 
Entrepreneurs jointly grant special loans for house-building purposes 
the form medium-term credits, which are utilised, the 
average, for period little over four years and are subsequently 
consolidated with the aid various resources (loans from the 
Crédit Foncier, annuities paid the borrowers, Treasury ad- 
vances, etc.) into long-term loans redeemable over fifteen years. 
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During the medium-term period the bills made out respect 
the loans can mobilised the Caisse des Con- 
established 1957, and, lastly, the Bank 
France. Thus these bills, before being converted into long-term 
loans, are financed partly savings (Crédit Foncier France, 
Caisse des and partly monetary resources (Bank 
France). The distribution the loans among the financing institu- 
tions 31st December 1958 and 31st December 1959 was 
follows: 


ber 1958 1959 


Special building credits: 
(in billions NF) 


specialised institutions (Crédit Foncier, 


Caisse des 1.33 1.87 
7.01 6.58 
8.34 8.45 


These notes recalling few facts about the banking system 
would not complete without some brief observations about the 
public finances and the relationship between the Treasury and the 
Bank France. 


The Treasury receives all the funds paid the State, 
the subsidiary budgets and the local authorities and finances all 
their expenditure. 

Apart from fiscal revenue, receives funds from various sources. 
issues divisional coin and receives deposits from the public via 
the post offices and the government cash offices (the deposits held 
private individuals and enterprises postal current accounts 
and with the Treasury represent more than the total 
bank money); through other channels there flow automatically 
almost automatically funds monetary origin (compulsory 
subscriptions public securities the banks under current regula- 
tions) savings (subscriptions Treasury Bills “sur 
and, indirectly, the extent the amounts paid the Caisse 
des Consignations, excess deposits with the savings banks). 
Lastly, the Treasury performs certain extent, vis-a-vis the banks 
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issue the French franc area, the function Central Bank 
unlimited transfers. 

The Bank France keeps the public Treasury’s current 
account. the day’s transactions result debit balance, the 
Treasury has square its account borrowing, i.e. discounting 
drafts respect tax payments, obtaining funds from its 
correspondents, and taking direct advances from the Bank 
France. 


The situation the Treasury the Bank France 
depends only partly the size the budget deficit and the timing 
public receipts and expenditure; largely governed general 
factors particular the easiness the money market and the 
volume short-term savings. 

Among the Treasury’s correspondents, attention should drawn 
the complex role played the Caisse des Consigna- 
tions, public institution which derives its resources from 
the excess deposits savings banks. Part these funds are reserved 
law for loans the local authorities (departments and com- 
munes), which have access the money market and rarely 
raise funds the capital market. The rest used the 
Caisse for investments varying term: the purchases government 
stock and bonds, loans enterprises national importance, the 
rediscounting medium-term bills, and short-term lending the 
State (deposits with the Treasury subscriptions public securities). 
the Treasury’s requirements demand it, the Caisse can mobilise 
the Bank France its holdings bills representing medium-term 
credit and increase its assistance the State. 

These various observations will, hope, make easier 
understand what said the following pages and the solutions 
found both the Conseil National Crédit and the Bank 
France the dual problem controlling liquidity: the liquidity 
the economy and bank liquidity. 


The Liquidity the Economy 


The “liquidity the economy” essentially relative 
concept; usually measured reference the amount the 
incomes received individuals and enterprises virtue their 
participation national production. The liquidity economy 
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higher the greater the proportion the national income repre- 
sented the total volume cash holdings and very short-term 
savings easily convertible into money and the greater the extent 
which this volume exceeds the amount means payment strictly 
necessary finance commercial transactions during given period. 


Narrowly interpreted, the liquidity the economy only 
reckoned include the amount cash holdings, which corresponds, 
use the expression currently employed France, the total 
available supply money. 

This, which computed the end each month, 


the Bank France notes and the divisional coin 
circulation; 


sight credit accounts banks, together with individuals’ 
and enterprises’ accounts the Postal Cheque Centres, the Bank 
France and the Treasury cash offices. 


Although the public’s habits are relatively stable, the proportion 
the money supply represented notes and divisional coin has 
declined considerably during the last two decades, from 
1938 from 1954 1956. further fairly marked 
decrease took place from 1957 1960, partly owing psychological 
reasons: unfounded rumours possible withdrawal from circula- 
tion 10,000 franc notes the end 1957, unwarranted anxiety 
the part the public with regard the introduction the 
New Franc, and the trend savings 1959. 


| 


These changes, lasting accidental, the composition 
the money supply obviously have repercussions the banks’ 
liquidity position and their relations with the Bank France. 
1959, for example, practically the whole the increase the 
available supply money was accounted for sight deposits 
(NF 8.89 billion out 9.43 billion), which enabled the banks 
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reduce their indebtedness the Bank France more than 
billion during the year despite rise nearly billion 
the amount their lending. 


According wider interpretation, the concept the 
liquidity the economy covers other elements besides the money 
supply (or primary liquid resources); also includes money-substi- 
tutes, the assets which, without appreciable loss their holders, 
can converted into money. 

The Conseil National Crédit calls these assets liquid 
and gives the following figures for them (1): 


Amount Year-to-year 
end period changes 
Liquid savings: billions NF) 
time deposits with banks and medium- 
Treasury Bills (excess subscriptions 
(b) bills current account held 
three five-year bonds the Caisse 


(1) This item includes one-year and two-year bills and bills with progressive interest 
rate. 


This idea liquid savings” differs fairly considerably from 
that “secondary liquid resources” adopted the Netherlands 
Bank. The latter, its Report for the year 1952, defines secondary 
liquid resources which, although form they are not 
money, nevertheless great extent satisfy the same need does 
money. The distinguishing feature these secondary liquid resources 
lies the fact that those who hold them have practice the power, 
demanding repayment masse, force the debtors have 


(1) Annual and quarterly reports the Conseil National Crédit. 
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recourse the creation money. They usually directly, 
converting their assets into money the date maturity; but 
they may also indirectly unloading their assets before the 
due date the money market 

Without describing the method analysis detail, may 
mentioned that the Dutch concept were applied France, 
secondary liquid resources would have include the Treasury’s 
sight short-term indebtedness its correspondents and the bills 
representing medium-term credit which are held the specialised 
institutions (the first-stage rediscounting institutions, the Caisse des 
Dépéts Consignations and the Caisse Consolidation 
Mobilisation des Crédits Moyen Terme) and can passed 
the Bank France. 

the other hand, deposits with savings banks and the bonds 
issued the Caisse Nationale Crédit Agricole would not 
included secondary liquid resources (being regarded belonging 
the capital market), or, least, would only counted 
extent corresponding these institutions’ holdings Treasury Bills. 


1957 1958 1959 


Secondary liquid resources: (in billions NF) 
Treasury Bills current account other 

bills representing medium-term credit held the 
47-14 


The two methods, working with different components, actually 
yield fairly similar results, the total savings the French 
concept, and that “secondary liquid resources”, the Dutch 
concept, differing about one billion for the end each 
the years 1957, 1958 and 1959. 

One the merits the Netherlands Bank’s analysis that 
brings out clearly the danger potential inflation inherent 
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secondary liquid resources; not, however, applicable without 
modification the case France. Thus Treasury Bills sur 
which are intended for the public (banks can hold only 
bills current account), though they are all appearances quasi- 
money some (those with progressive interest rate) being repayble 
demand three months after issue (2), while the others (those with 
currency one two years) can discounted banks with 
slight loss interest appear regarded their holders much 
more lasting investment than second-degree liquidity 
reserve. The circulation both types fact shows even more 
regular upward trend than that deposits with savings banks; 
the issue long-term government loan political events 
important those May and June 1958 cause only momentary 
slackening subscriptions. 


The following graph illustrates the French economy’s ten- 
dency liquidity since the second world war. 

will observed that during the years 1946 1952, which, 
except for the respite 1949-1950, were years inflation, there 
was appreciable reduction the liquidity the economy. 

the other hand, the return relative stability the franc 
from the summer 1952 onwards led gradual rebuilding, 
which continued till 1956-1957, deposits with savings banks and 
holdings Treasury Bills. Over the same period, the amount 
cash holdings accumulated the form money underwent 

The reappearance inflationary tensions 1957, which was 
reflected both rise prices and large balance-of-payments 
deficit with foreign countries, caused momentary reversal the 
trend, and for two years succession accumulated cash holdings 
declined slightly, while 1958 the ratio sight and short-term 
assets the national income remained stable. 

Not until 1959 did the liquidity the economy again rise 
appreciably faster than This development did not fail 
attract the attention the monetary authorities and raised once 
more the problem the direct indirect means controlling the 
overall volume liquidity. 


But apt being held much longer the bearers. 
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INDEX THE RATIO THE ANNUAL AVERAGE OF: (1) TOTAL LIQUID ASSETS 
(AVAILABLE SUPPLY MONEY AND LIQUID SAVINGS); (2) LIQUID SAVINGS; 
(3) THE AVAILABLE SUPPLY MONEY; THE NATIONAL INCOME. 


110 base: 1946 100 


100 


1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 


The direct means control are very limited. For 
known that the money supply and liquid savings represent 
aggregate cash holdings assets distributed among the public; 
that individuals and enterprises can great extent fix the amount 
these cash holdings assets they wish; and that, particular, 
the tendency idle cash holdings transformed into active 
money the reverse mainly governed psychological 
factors. The same true the conversion primary liquid 


/ 
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resources into secondary liquid resources the reverse process 
the monetisation secondary liquid resources. The question 
therefore arises whether the Bank France and the Treasury can 
exert influence liquidity preference 

regards the Bank France, the answer relatively simple: 
firstly, the Bank not able exercise any major influence the 
volume the money supply means open market operations; 
secondly, from the point view liquidity preference, the 
effectiveness changes the official discount rate appears 
very dubious. 

Unlike the Bank England and the Federal Reserve Board, 
the Bank France does not buy sell medium long-term 
public-debt paper pursuance general policy aimed 
bringing about changes interest rates and the economy’s liquidity 
position. 

Even the money market the purpose the Bank France’s 
interventions theory limited one. Under the Decree 
June 1938 the bank issue authorised buy and sell 
negotiable instruments with view the money 
market and influencing the volume credit”. the latter 
point the Bank has fact been led for numerous reasons act 
ways different from those provided for the 1938 decree, and its 
interventions the market are primarily intended facilitate the 
day-to-day balancing the banks’ cash accounts. 

the part played the official discount rate means 
directly influencing the volume the money supply and 
liquid saving, inevitably small one. have already pointed 
out our preliminary remarks that there direct link either 
between the Bank France’s rate and the creditor interest rates 
applied the banks between money market rates and those 
the capital markets. 


should added: 


that the Treasury Bills entered current accounts, which 
are reserved banks, the specialised institutions, insurance com- 
panies and bourse intermediaries, are issued tap and fixed 
rate which rarely changed (since December 1954 has been 
for two-year bills), these terms issue being partly connected with 
the requirement that the banks must invest Treasury Bills 
the funds deposited with them the public; 
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that the Bank France discounts purchases public 
securities within three months maturity grants 30-day 
advances against such securities privilege rate which 
present below the discount rate (3); 


that, least since 1954, even the interest rates the 
different forms liquid savings react only very slowly variations 
the discount rate. Thus the rate for Treasury Bills sur formules 
remained unchanged from 6th December 1954 1st July 1960 (4), 
although the discount rate was altered five times during the interven- 
ing period (from 11st April 1957 and from 
12nd August 1957 and then back again, three stages, 
1958-1959). 

Apart from the effects budgetary policy and surplus 
fiscal revenue over public expenditure, the issue medium 
Government loan generally regarded the only way 
which the Treasury can mop surplus liquidity and thus 
reduce potential danger inflation. Even then necessary 
examine fairly closely the circumstances which the loan issued 
and the origin the funds paid the subscribers. obvious, 
for example, that Government loan can have deflationary effect 
substitutes financing with medium long-term funds for 
financing with cash short-term funds, but not linked with 
programme involving further spending. The monetary repercus- 
sions loan will also differ depending whether the subscribers 
draw their bank accounts or, the other hand, use hoarded 
notes liquid savings. the first case, the transfers funds from 
the banking system the Treasury will cause temporary tightening 
the banks’ cash position and will force them have increased 
recourse discounting; the second case, the volume primary 
liquid resources will temporarily decrease some liquid savings will 


consolidated (5). 


(3) Bills presentable the Bank France may not rediscounted for the benefit 
the Treasury. 

(4) Bills with progressive interest rate: after three years; one-year Treasury Bills, 
two-year bills, These rates were reduced with effect from July 1960 
and 3.50% respectively. 

(5) this question the articles Pierre Bercer, L’incidence monétaire d’un 
emprunt d’Etat and L’emprunt a-t-il une action déflationniste inflationniste? the 
August 1956 and August 1958 numbers the review 
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Actually, the last large Government loans issued France (1952, 
1956 and 1958) did not lead the conversion appreciable 
amount Treasury Bills “sur formules” into long-term bonds. 
All that happened was that the amount bills circulation stopped 
increasing for few months 1956 and 1958. the other hand, 
the issue these loans brought hoarded cash back into the monetary 
circuit and thus reduced the volume primary liquidity. 

1948 the Government tried more direct method. the 
hope curbing the inflation ordered 31st January the with- 
drawal from circulation 5,000-franc notes and the compulsory 
exchange deposits more than two such notes for certificates 
for which redemption date was fixed. Relaxations were intro- 
duced during the following weeks; the certificates were gradually 
repaid and the measures eventually took the appearance 
fiscal check rather than genuine cut the money supply. 
interesting note, however, that the note circulation, though tem- 
porarily reduced 200 billion francs, was back its level 
January the end the summer and that the same time, 
result the way which the certificates allocated the holders 
notes were repaid, the volume sight deposits rapidly increased 
(by 1948). Thus measure originally intended defla- 
tionary paradoxically resulted growth bank liquidity. 


Apart from direct means influencing the liquidity the 
economy, which are few number and doubtful effectiveness, 
what indirect methods control are available the French mone- 
tary authorities? The question fact boils down whether the 
Bank France can influence the volume the money supply via 
the sources money-creation (gold and foreign exchange, the bank- 
ing system’s claims the Treasury, credits the economy) which 
are referred the reports the Conseil National Crédit 
the the available supply money. 

Firstly, with regard the movements gold and foreign 
exchange, the recent experience certain foreign countries shows 
that the policies Central Banks not always produce the desired 
results. 

Furthermore, the Bank France cannot easily oppose the crea- 
tion money for account the State. its receipts all kinds 
not entirely cover its out-payments, the Treasury finally resorts 
drawing the Government Advances account the Bank within 
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the limits the ceiling fixed under the agreements force (at 
present 4.9 billion). Proposals that this ceiling raised have 
naturally the past met with resistance from the Bank, which has 
always demanded that the public finances should more strictly 
administered and has often succeeded securing the acceptance 
precise arrangements regarding repayment. 

The Bank France better equipped for limiting the amount 
the credits granted the economy, either will seen 
later influencing bank liquidity, other measures 
selective general nature, which are the only ones that will 
described this section. 

The object the selective measures applied France 
make certain categories credits subject special rules view 
their nature, their purpose their employment, order 
check or, more rarely, encourage their growth. These 
measures may apply certain sectors certain categories tran- 
saction may entail the examination individual 

The implementation selective measures has been facilitated 
during the last fifteen years so: 


firstly, the creation March 1956 Service Central 
Risques which enables the Bank France know how credits 
are distributed among the different branches activity, the banks 
being obliged render monthly returns the credits made available 
each enterprise and the amounts actually utilised excess 
lower limit 100,000 for discounts and 50,000 for other 
forms credit. 


The Bank France has thus been able intervene various 
occasions and call upon the banks limit their assistance the 
stock-fattening trade (1948), for the holding stocks wine (1948- 
1950 and 1957-1958), the leather industry (1949), the wool 
industry, for the importing cotton, etc...; 


secondly, the introduction the end the war 
system medium-term credits for financing capital expenditure, 
which were rediscountable the Bank France. The latter takes 
part the scrutiny the files submitted the banks the Crédit 
National the Caisse des Marchés and then decides 
whether not will agree subsequently rediscount each the 
credits considered; thus able give priority certain credits, 
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eliminate others and even, the circumstances require it, limit 
the total volume that type credit the economy. 


more general form intervention has consisted drawing 
the attention the banks the necessity bearing mind, when 
considering applications from would-be borrowers, whether the loan 
applied for conformity with the Government’s economic aims. 
The effectiveness these directives was increased 1947 the 
introduction rule obliging the banks: 


require their customers submit detailed file which 
could called for the Bank France; 


obtain the prior consent the Bank for the opening 
any credit which would bring the total accomodation provided 
any one enterprise predetermined level. This procedure 
was originally applicable credits million francs above, 
excluding guarantees, and the discounting public secur- 
ities and bills clearly commercial nature. The limit above which 
authorisation had obtained has been gradually raised and 
reached million (one billion old francs) 1959; the other 
hand, the Bank has since 1951 extended its control all forms 
credit, including contingent liabilities way guarantee (engage- 
ments par signature) and commercial discounts. 

Independently these measures, the Conseil National Crédit 
has subjected the financing hire-purchase transactions special 
control applying the duration the credit, the minimum initial 
payment and the total amount which the specialised institutions are 
allowed lend. The strictness this control varies according 
the circumstances. September 1960 the duration the credit was 
not exceed months for most types goods and months 
for new motor cars; the purchaser’s initial payment was represent 
25% and 20%, respectively, the purchase price; and the specialised 
institutions were forbidden assume commitments totalling more 
than ten times the amount their own funds. 

will seen later this article that the measures selective 
control, which seemed France just after the war the natural 
complement the Government’s intervention the country’s eco- 
nomic life and which many cases are still undoubtedly effective, 
have proved incapable overcoming inflation. 

conclude this section, attention should drawn the 
exceptional measures adopted February 1958 check the growth 


332 Banca Nazionale del Lavoro 


credits the economy, namely the imposition ceilings the 
credit granted each bank. The Conseil National Crédit and 
the Bank France called upon the banks keep the total volume 
their loans and advances within limit corresponding the arith- 
metic mean the figures which they stood September 
and 31st December 1957, margin being allowed, however, for the 
growth credits for financing exports. the banks exceeded the 
ceiling allotted them, they were penalised lowering their 
rediscount ceiling the Bank France. the same time the 
monetary authorities fixed maximum for the medium-term credits 
provided institutions other than banks (special building loans 
from the Crédit Foncier France and loans from the Caisse 
Nationale Crédit Agricole) granted nationalised enterprises. 

This imposition overall ceilings could only regarded 
emergency measure quote the term applied the Radcliffe 
report the similar imposition ceilings resorted 
the United Kingdom the preceding years and also 
temporary measure, since the structure the banking system can- 
not permanently fixed. was therefore discontinued February 
1959. Nevertheless, enabled the expansion credit the economy 
kept check 1958 and thus played useful part paving 
the way for the monetary reform December. 


The Liquidity the Banking System 


The necessity exercising control over bank liquidity has 
cnly become clearly evident France since the last war. 
interesting recall the way which ideas this subject have 
developed. 

Until fairly recently the primacy the discounting com- 
mercial bills form credit-granting was accepted principle. 
was agreed that bill drawn connection 
with sale goods was perfectly sound transaction and deserved 
encouraged long expansion was the primary aim eco- 
nomic policy. Having long experience the granting credit, 
the Bank France was able adapt the extent its accommoda- 
tion both the requirements the monetary situation and the 
individual position each applicant, whether direct customer 
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banker. Thus even before 1948 used allot rediscount ceiling 
certain number small and medium-sized banks keep 
their commitments within limits compatible with the safety its 
own operations: but did not fix any maximum for the big banks, 
which possessed substantial resources and only occasionally had 
recourse rediscounting. 

Immediately after the war the paralysis the economy and 
the shortage all kinds goods, the considerable expansion 
the money supply and the concomitant growth bank liquidity, 
and the financial requirements the reconstruction 
ment the country confronted the Conseil National Crédit, 
created the law 2nd December 1945, and the Bank France 
with two equally urgent and sometimes contradictory tasks: revive 
economic activity and combat inflation. 

During first phase, which lasted until the end 1948, the 
primary aim credit policy was stimulate production, even 
the risk adding the inflation. 

Nevertheless, endeavour control the creation money, 
the monetary authorities tried two things: 


they reserved credit facilities far possible for enter- 
prises whose activity was essential the national economy; and 


they required that all applications for credit backed 
certain supporting evidence (balance sheet, profit and loss account, 
turnover, 


This was the purpose the selective qualitative measures, 
described the preceding section, which were introduced during 
this period. 

These measures, which were aimed preventing the abuse 
credit, were not supposed capable overcoming inflation. 
fact, the putting into circulation the idle funds accumulated 
during the war between the end 1938 and the end 1945 
sight deposits had increased sixfold and note circulation five- 
fold was itself powerful factor contributing the expansion 
total dernand. 


During second phase which began with the second half 
1948, the gradual economic recovery, the disappearance food 
shortages, the relaxation controls most fields (foodstuffs, prices, 
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wages, and transactions with foreign countries) necessitated the pur- 
suit more energetic anti-inflationary policy, since excessively 
liberal credit-granting would have jeopardised the still fragile sta- 
bility that had been attained. 

The deterioration the monetary situation 1946 and 1947 
had made clear that the Conseil National Crédit and the Bank 
France must henceforth exercise control over bank liquidity. 

the first place, experience has shown that selective procedure 
cannot applied easily the discounting trade bills 
the granting book credits, since the drawer bill more the 
originator the credit than the banker himself; enterprises which 
would have difficulty getting overdraft can sometimes obtain 
from their suppliers credits which the latter subsequently discount 
their own banks. For this reason the Bank France, which had 
since gth January 1947 been favouring the discounting bills drawn 
respect sales goods applying them rate half per- 
centage point below the general rate, was obliged not only 
abandon this policy but also impose quantitative control the 
discounting commercial paper and fix rediscount ceilings for all 
banks without exception (directives dated 30th September 1948 issued 
the Governor the Bank France, Vice-President the Conseil 
National Crédit). 

was also essential ensure that the banks could not aug- 
ment their cash holdings disposing their holdings Treasury 
paper (6). This was achieved requiring the banks, from 
October, 1948, keep least the amount public 
securities which they held September and invest public 
securities any increase sight and time deposits above the 
level reached 30th September 1948 (the system lower limits 
floors planchers for holdings Treasury Bills). 

The Commission des Banques, for its part, approach- 
ing the problem from different angle, introduced decision 
dated February 1948 liquidity ratio” whereby required 
the deposit banks (banques maintain ratio least 
between the amount their liquid and realisable assets, 
the one hand, and that their commitments, the 


(6) Between 1st January 1946 and 31st December 1947 the banks had reduced their 
holdings public securities from 234 billion francs 178 billion. 
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other. Despite the existence the and ceilings”, this 
ratio includes its numerator all the statutorily rediscountable 
Treasury Bills and commercial bills held the deposit banks. 

thus clear that this ratio not instrument credit 
policy but safety measure designed ensure that holders credit 
accounts can withdraw their balances any time. Nevertheless, 
helps the Bank France keep check the banks’ activities, 
since they have apply for prior assurance rediscount for 
so-called financial” paper (created mobilise advances) they 
wish include calculating the ratio (7). 


The system rediscount ceilings provided with certain 
safety valves justified various reasons, notably the desire not 
create difficulties for banks required pay out large quantities 
notes and the necessity encouraging investment and therefore 
giving privileged treatment medium-term credits (8). 

The severity the decisions September 1948 was therefore 
moderated from the outset, and still is, measures designed 
leave the banks beyond the ceilings and apart from the funds 
which they can obtain from the Bank France the form 
30-day advances against public securities or, accessorily, loans 
against other securities various possibilities recourse redis- 
counting 


Firstly, the banks are still free mobilise their medium- 
term discounts; they can thus rediscount the bills question the 
specialised institutions which have agreed advance take them 
(the Crédit National and the Crédit Foncier France); these 
subsequently pass them either directly the Bank France 
(in the case bills endorsed the Caisse Nationale des Marchés 
and mobilisation bills respect claims foreign coun- 
tries) the Caisse des Consignations, which rediscounts 
them the Bank keeps them investment, depending its 
own position, which turn influenced that the Treasury. 


(7) For the big banks the liquidity ratio calculated according the rules the Com- 

(8) There was also another reason for excluding medium-term credits from the system 
ceilings, namely the fact that the Bank France can check the expansion such credits 
being less generous giving its prior consent. 
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The banks negotiate these bills the privilege rate 
the case those mobilising claims foreign countries, the official 
discount rate the case credits nationalised enterprises and 
credits for private capital development which bear the endorsement 
the Caisse des Marchés and, lastly, slightly higher 
rate the case credits for private capital development rediscount- 
able the Crédit National and the Crédit Foncier France. This 
means that they not rediscount credits the last-mentioned type 
until they have exhausted their other means raising cash and that 
their holdings bills rediscountable the Crédit National and 
the Crédit Foncier tend grow whenever there increase 
their liquidity. 

There are also other types bills, apart from those repre- 
senting medium-term credit, which are rediscountable outside the 
“ceilings”, namely, bills drawn mobilise claims respect 
exports and bills finance the collection cereals bearing the 
endorsement the Office National Interprofessionnel des Céréales. 

Lastly, 1951 the Bank France gave the banks the 
possibility obtaining extra accomodation, exceptional and 
provisional nature, limit their rediscount ceilings, 


putting commercial bills pension rate above 
the official discount rate. Subsequently the Bank France allowed 
lending against bills “en pension” beyond the limit, but 
even higher penalty rate. The rates applicable these two cate- 
July 1959 they were reduced again and 


There have been some changes the levels the rediscount 
“ceilings” and the for holdings Treasury Bills since 
1948. Firstly, the ceilings which were greatly overstepped during 
the inflation which followed the outbreak hostilities Korea 
were generally readjusted 1951-1952, and 1957 they 
amounted about 620 billion francs, against 285 billion October 
1951. Subsequently, during the second half 1957, the Bank 
France lowered them three stages, order curb the 
inflationary effects the advances which had had grant 
the Treasury. 

The for Treasury Bills, which 30th June 1956, for 
all the banks taken together, represented about deposits, 
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were uniformly fixed July 1956 the banks’ current 
liabilities and the practice relating them the position 1948 
was abandoned. 


These explanations the origins and mechanism the 
and floors” will make easier understand the fol- 
lowing table, which shows the liquidity reserves the French bank- 
ing system 31st December the years 1955 1959 and 
June 1960. 

Apart from their liquid assets the form cash hand and 
balances with the Treasury and the Bank France and postal 
cheque accounts, the banks’ first-degree reserves include the asset 
items which they can mobilise any time under the regulations 
force without incurring penalty, the available margins within 
the rediscount ceiling and the possibilities borrowing the money 
market, the holdings Treasury Bills above the floors” and bills 
for the mobilisation medium-term credits. practice, however, 
part these reserves not available; the banks keep their liquid 
assets very low level, that their amount virtually irreducible; 
and the same true part their portfolios bills rediscountable 
the Bank France much that June 1960 the 
first-degree reserves genuinely mobilisable the banks totalled 
more than billion. 

The second-degree reserves consist mainly the private short- 
term bills which can only mobilised, subject the prior consent 
above the official discount rate and The 
banks not resort these pension” operations except when 
absolutely necessary, and then only for the shortest periods and 
the smallest amounts possible. Moreover, the placing bills 
pension were deemed excessive 1958 amounted more 
than 1.18 billion the Bank France would decide re- 
strict it. 

Lastly, the Treasury Bills held satisfy the floor” require- 
ments may regarded constituting third-degree reserves. These 
reserves are actually not available and the monetary authorities would 
only allow them mobilised exceptional circumstances (if, 
for instance, bank were difficulties owing panic among 
its depositors). 
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The variations the liquidity French banks recent years 
are particularly interesting, since they clearly reveal the influence 
the main factors which reduce increase it: movements gold 
and foreign exchange, public demand for notes, and the position 
the Treasury (see graph opposite page). 


LIQUIDITY RESERVES THE FRENCH BANKING SYSTEM 


1958 1959 1960 


First-degree liquid resources: (in billions NF) 

Cash hand, available balances 

with the Treasury and the banks 

issue and current 
accounts 

recourse the Bank France: 
available margins within ceil- 

ings (private bills rediscount- 
tiable the money market) 


1.69 


0.72 


above the floors 
Banks’ holdings bills 


countable without limitation 
the F.: 


(a) Endorsed cereal-collection 
bills, claims respect ex- 
ports and (1) 

(b) Medium-term bills rediscount- 
able the Crédit National, 
the Caisse des Con- 
signations and the Crédit Fon- 


0.26 


0.91 


Second-degree liquid resources: 
Banks’ holdings short-term 
bills which can put pen- 


Third-degree liquid resources: 


Treasury Bills held the banks 


(1) Estimate. 
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BALANCE SHEET THE BANK FRANCE 
Main Factors the Money Market 


Billions 


Downward curves Money Market 


1956 1957 1958 1959 1960 
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1956 and 1957 the money market came under strong pres- 
sure mainly owing the outflows gold and foreign exchange 
(over billion two years). the same time the note circula- 
tion increased, but only moderate extent (2.61 billion 1956, 
1.54 1957), the economic situation having caused individuals and 
heads firms reduce the relative size their cash holdings: 

Altogether, the tightness the market, despite the easing 
the end the period result the devaluation August 1957, 
caused substantial increase the accomodation provided the 
Bank France the economy (NF billion) and the Treasury 
(4-9 billion). The two years contrast with one another, however, 
the following respect: 


1956 the Treasury received large volume funds, 
mainly owing the raising the minimum holdings Treasury 
Bills the banks’ current liabilities July, the issue 
the national the autumn and the rediscounting special 
building loans the Caisse des the end the year. 
Altogether, the public sector’s indebtedness the Bank France 
increased some billion (see accompanying graph), but there 
was actually slight decline the direct facilities extended the 
Bank France the Treasury (mainly the form advances). 

The banks, the other hand, were affected the withdrawals 
funds from the market resulting from the outflows foreign 
exchange and the demand for notes, well from the transfers 
liquidity the Treasury connection with the raising the 
floors and the issue the loan. Their indebtedness the Bank 
France rose several billion including, 31st December, 
liabilities incurred penalty rates (discounts within 
the margin) totalling 743 million and the volume 
their first-degree liquidity resources decreased more than 
2.5 billion. 


1957 the Treasury did not obtain such large amount 
funds 1956 from savings and the money market; had 
considerable difficulty covering cash deficit the same order 
magnitude that the previous year and had ask for 
increase 5.5 billion the advances from the Bank France 
(of which 4.5 billion was used during the year) time when 
the monetary authorities were embarking policy severe credit 
restriction involving the lowering the rediscount ceilings (June- 
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November) and raising rates (the discount, enfer and super- 
enfer rates). 

The banks, for their part, benefiting from the liquidity which 
flowed into the market from the Treasury, were able meet the 
Bank France’s demands and also reduce their indebtedness 
the Bank the end the year even though reached very 
high figure April level near that 31st December 1956, 
while the same time beginning, despite the lowering the redis- 
count ceilings, build again their first-degree liquidity reserves. 


1958 the indebtedness the banks and the Treasury 
the Bank France remained more less unchanged, the purchases 
gold and foreign exchange the second half the year having 
offset the effect the money market the withdrawals notes. 

1959 substantial inflows foreign exchange coincided with 
almost complete stability the note circulation. increase 
personal cash holdings itself normal phenomenon immediately 
after period inflation, but, for the reasons already mentioned, 
practically the whole took the form growth bank 
balances. During the year sight deposits rose nearly bil- 
lion and time deposits 1.5 billion, which enabled the banks 
one and the same time reduce their commitments the Bank 
France 3.75 billion, increase their holdings first- 
degree liquid assets billion (mainly cutting down their 
rediscounting medium-term credits) and, course, subscribe 
for Treasury Bills comply with the requirement (9). 

The Treasury itself obtained larger amount funds from the 
money market and from liquid savings than 1958 and was con- 
sequently able reduce its indebtedness the Bank France 
3.60 billion. 

Lastly, the Caisse des was able carry larger amount 
bills representing medium-term credits, whereas during the dif- 
ficult periods had passed nearly all them the Bank 
France able augment the resources the Treasury. 

The decline the accomodation provided the Bank France 
did not follow parallel course the case the banks and 
that the Treasury. the end August 1959 the banks’ cash 


(9) Part the adjustment the banks’ holdings public securities, corresponding 
the end-of-year increase deposits, took place the beginning 1960. 
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holdings benefited more from the balance-of-payments surpluses than 
did the Treasury. From September 1959 onwards and the first 
half 1960 was the other way round: the reduction the public 
sector’s indebtedness was accelerated, while the banks whose 
customers’ credit requirements were fact fairly heavy the end 
1959 were obliged increase their indebtedness again quite 
appreciably and had rediscount larger proportion their hold- 
ings medium-term bills. 

What happened 1959 and the first half 1960 shows that 
the part played the floor” system since 1958 has been similar 
the function performed system compulsory reserves. The 
amount approximately billion which has been channelled 
into the public coffers eighteen months through the banks’ obli- 
gatory subscriptions Treasury Bills has enabled the Treasury 
reduce its indebtedness the Bank France and has ultimately 
been sterilised from the monetary point view. 

system minimum holdings can therefore sometimes have 
similar effect bank liquidity that produced system 
reserves. But this result achieved only public expenditure 
kept within predetermined limits and met means other than 
the creation money. Otherwise the proceeds the banks’ sub- 
scriptions Treasury Bills will reintroduced into the economic 
circuit the State and will least part find their way 
back the banks. 


Conclusion 


study the methods control which can applied 
France shows that very difficult exert direct influence 
the volume the liquid resources held the public. 

The memory the inflation periods 1951-1952 and 1956-1957 
might, moreover, give rise doubts the effectiveness the 
measures employed both influence the money supply via the dis- 
tribution credit the economy and restrict bank liquidity. 
How possible, will asked, for credit policy with such 
far-reaching means action its disposal have proved disap- 
pointingly ineffective that ten years wholesale prices have gone 
up, series waves, nearly and retail prices 85%, 
while the purchasing power the franc has declined more 
than 40%? 
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fair one must really take into account the magnitude and 
number the burdens which France has had bear since the war: 
the immense effort reconstruction and capital development, the 
military expenditure and the outlay aid overseas countries, 
which have added the deficit its public finances. such cir- 
cumstances was difficult for monetary policy achieve all its aims. 

Nevertheless the curbs imposed various times the granting 
credit and bank liquidity especially September 1948, 
1951 and 1957-1958 have indisputably played important part 
re-establishing equilibrium. 

True, the effectiveness the system floors” for holdings 
Treasury Bills and rediscount ceilings” has been mainly due 
the fact that the banks have for the last fifteen years been 
constantly debt some extent the Bank France. What 
would happen result further substantial balance-of-payment 
surpluses, even the unfreezing part the hoarded gold the 
country, the money market were become easy that the banks 
could discharge their liabilities the Central Bank? Ought not the 
latter provided with additional means action? 

The monetary authorities are aware the problem. 

The Conseil National Crédit recently took first step with 
view increasing the effectiveness changes the official dis- 
count rate. decided that the banks’ minimum terms for discounts 
and advances should future linked basic rate distinct from 
the Bank France’s discount rate. 

This basic rate, which variable fixed charges are added 
hitherto, is: 


equal the official discount rate long this remains 
between and 

equal less half the difference between and 
the official rate the latter reduced below and 


equal plus half the difference between 
and the official rate the latter above 


Thus, the discount rate were increased from the 
rate governing the whole scale applicable bank lending would 

This means that period dear money the banks’ remain- 
ing profit margin when they have recourse rediscounting re- 
duced, that their interest make greater efforts cut 
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down their lending the economy than the past, when they 
were able pass discount rate increases full their customers. 
Conversely, periods easy money the cost bank credit will 
decline less rapidly than the official rate, that the banks will find 
their advantage lend out more funds interest. 

The Conseil National Crédit was also informed last year 
that investigations were being carried out with view the pos- 
sible introduction system compulsory reserves. now 
probable that the monetary authorities would more inclined 
choose different method which would make possible reduce, 
necessary, the volume the banks’ first-degree reserves. 


Paris Henri 


Since the above article was written the Conseil National 
Crédit has decided (on 6th October 1960) introduce 
ratio”. This will fixed the Bank France and will enable 
require the banks maintain minimum ratio between certain 
the items composing their liquid mobilisable assets, the 
one hand, and the main items their current liabilities, the 
other. 

The Credit Council’s decision designed supplement the 
system, described above, minimum holdings Treasury Bills 


_and rediscount ceilings. For the monetary authorities will now only 


have include bills representing medium-term credit the numer- 
ator the cash ratio order reduce may deemed necessary 
the amount the assets which the banks can pass without incur- 
ring penalty the Bank France the first-stage rediscounting 
institutions. 


Technical Progress, the Production Function 
and Dualism 


Introduction 


While great deal has been written recent years the 
problem economic dualism (*), rather little has been done 
connect with the nature technical progress. The purpose 
this paper suggest view the production function and its 
relation technical progress which may lead insights into our 
understanding the phenomenon economic dualism. 

economic dualism have mind the phenomenon that one 
segment country develops very much more rapidly than 
another. With respect Italy, the differential development the 
North and South well Clearly phenomenon that 
common great many underdeveloped countries. The mere 


(*) There are now number famous articles this subject which the following 
are significant: Factor Proportions Underdeveloped Areas”, American 
Economic Review, September 1955, 539-565; Vera Lutz, The Growth Process 
Economic Banca Nazionale del Lavoro Quarterly Review, No. 46, 
September 1958, pp. 279-324; Investment Policies and Dualism 
Underdeveloped Countries”, American Economic Review, September 1957, pp. 550-570; 
Lewis, Economic Development with Unlimited Supplies Labor Manchester 
School, May 1954, reprinted Agarwala and Singh ed. The Economics Underdevelop- 
ment, Oxford, 1958, pp. 400-449; Economies and Economic Policy Dual 
Societies, New York, 1953; Social Anthropology Economic Underdevelop- 
Economic Journal, June 1960, pp. 294-303; Myint, Interpretation Eco- 
nomic Oxford Economic Papers, June 1954 and The Classical Theory 
International Trade and the Underdeveloped Countries”, Economic Journal, June 1958, 
American Economic Review, Proceedings, May 1960, 165; Dualism 
Economic Growth (Development country having both advanced and underde- 
veloped sector its economy)”, charts, Banca Nazionale del Lavoro Quarterly Review, 
December 1959, pp. 

very much indebted Professor Howard Ellis for letting read 
unpublished review paper his the question dualism, and especially for his helpful 
comments this paper. 
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fact differential rates development different sections 
country would not itself surprising. After all, there reason 
why any one time all segments country should develop 
the same rate. What puzzling that this differential should 
persist for very long periods time. This especially 
look the problem from the viewpoint neo-classical economic 
theory, one the messages neo-classical theory that 
differentials would tend disappear. For example, the difference 
wage rates between one segment country and another should 
induce entrepreneurs the areas with lower wage rates, and/or 
induce workers away from areas lower wage rates. The end 
result such movements would equalization real wages. 

not wish suggest that the attempts others explain 
dualism terms lack mobility, socio-cultural elements, 
terms monopolistic influences are the wrong track. Most 
likely, seems me, these may very well have been, and continue 
many cases, contributing factors. Rather, the spirit this 
paper suggest additional aspect the situation that helps 
explain why dualism may persist for some time. Now, consideration 
economic dualism must include discussion investment. What 
determines the differential rates investment different areas? 
common divide the analysis investment into two parts: 
The propensity save, and the inducement invest. low 
propensity save is, low income country, sufficient reason 
explain lack high investment. But this not especially 
compelling reason circumstances which the country-wide rate 
investment often quite high, but the rate investment the 
less developed segment the country turns out quite low. 
Under such circumstances may useful focus our attention 
the inducement invest. recognize, course, that con- 
centrating the inducement invest are treating only part 
the picture. But, course, very important part. other 
words, trying suggest that part the reason for dualism 
obtain investment funds, but rather, low inducement invest 
because the nature the underdeveloped sector. The main 
purpose this paper analyse some possible relations between 
the production function and innovations the underdeveloped 
sectors, and show how these relations they exist would 
lead low inducement invest. addition, want show 
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that while may likely for such conditions exist the 
underdeveloped sector the economy, these same conditions need 
not exist the more developed sector. Thus, turns out that the 
over-all savings rate fairly high, the inducement invest the 
advanced sector may also fairly high, although the inducement 
invest the backward sector may, nevertheless, low. such 
case have reason expect differential rate development. 
Also, will want suggest why this differential rate develop- 
ment might persist. Clearly, this possibility could established, 
then will have possible explanation for non-equalization 
sectors, least for some period time. 

expect the existence technical progress lead, anything, 
equalization growth rates rather than the maintenance 
the differential. The backward segment country uses more 
primitive and older methods production than the more advanced 
segment. Obviously, the backward sector has more technological 
know-how borrow than the advanced sector. Such differential 
opportunities might suggest, superficial basis, that the induce- 
ment invest would greater the backward area, and hence, 
that technological progress would work the direction equaliza- 
tion. will want show why the opposite tendency may persist. 

Before setting out the details the analysis, perhaps 
important indicate the limited nature this paper. shall 
suggest possible reason for dualism. not suggest that 
necessary one. However, believe that what follows 
reasonable, rather than entirely remote possibility, and that 
consequence, possibility that should well considered 
examining the underdeveloped segment given country, and 
attempting work out development policies for such areas. 


The Production Function 


The standard view the production function think 
continuous function. the usual textbook representation 
such function, terms two factors, usually assumed that 
the isoquants are continuous and non-kinky (1). This means that 


London, 1953, Chapter 
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any. combination the inputs are possible, and that for each ratio 
inputs production technique exists. fact, course, there are 
many industries which there are significant discontinuities 
factor inputs, and therefore, not every combination these inputs 
leads new technique. course, the possibility discontinuities 
well known. usually assumed that the continuity assumption 
only made for mathematical convenience. The sort production 
function that wish present here does not differ much 
the fact that discontinuous (2), but the fact that more 
discontinuous where the capital-labor ratio low than where 
high. want show that, the production function such 
nature, this has consequences for the differential inducement 
invest between the backward, against the advanced sector. 
Before going into the details the argument, might ask 
the question why should care about the nature the 
production function connection with development? inter- 
pret development increases income per man employed, then 
obviously, have examine how such increases are achieved. 
One usual way achieving such increases through the augmenta- 
tion the amount capital that each worker has work with, 
ie. via the capital-labor ratio. But increases the 
capital-labor ratios imply movement from some production techni- 
ques other production techniques. the shifts along the pro- 
duction function towards higher capital-labor ratios which, great 
part, increase output per man. the production function assumed 
continuous, then such shifts can made with relative ease. 
But, can shifts along the production function always take place 
the latter highly discontinuous? Consider, for moment, the 
extreme case which there only one technique. Obviously, under 
such circumstances, matter what the inducements are, there 
possibility shifting alternative technique. less extreme 
level may assume two techniques one which the capital 
used very cheap and rather primitive, and the other which 
capital used expensive and complicated. Under such circumstances, 
clear that large discontinuity exists that may inhibit move- 


(2) The mere existence discontinuities the production function part the 
explanation dualism not See, for example, the interesting and well known articles 
Eckhaus and Hirschman previously cited. the differential discontinuities that stress, 
which somewhat different matter. 
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ments along the production function. Usually, looking the 
matter from the micro-economic viewpoint, would suppose that 
rise wages relative capital cost would lead firm substitute 
capital for labor. But, obviously. this need not take place there 
are very few productive alternatives available. the 
relative wages capital cost small, but the alternative technique 
involves, let say, tripling capital stock, then may clearly 
not pay for the typical firm shift the alternative technique. 
Thus, have case which there inducement substitute 
capital for labor, but the production function does not permit that 
that done. This one the essential ideas this essay. Namely, 
want examine circumstances under which there might 
inducements increase capital per man, and hence, inducements 
increase output per man, but which the nature the production 
function (and the locus technological progress) does not permit 
firms the backward sector the economy respond effectively 
such inducements. 

Now, for analytical purposes, want contrast two possible 
dynamic sequences. Under one, successful capital accumulation takes 
place, and capital per man increases, period after period, while 
under the other, successful shifts towards more intensive techniques 
are blocked various points. Consider the former possibility first. 
Suppose that given industry the normal course events for 
output and the wage rate rise per year. Clearly, such 
increases can only continue, the long run, output per man 
also increases. Suppose, for the moment, that the labor force 
constant. Hence, the firm can substitute capital for labor 
instead increasing both labor and capital each period 
get the output increase) then possible obtain the requisite 
output increases. Under such circumstances, might visualize 
smooth adjustment process taking place which the capital stock 
per man every year, output imcreases every year, and 
wages imcrease every year. problems arise long as, period 
period, the firm can shift from techniques which are less 
productive per man techniques which are more productive per 
man. However, the possibility such sequence taking place 
obviously breaks down soon the firm finds that there not 
any technique close that would permit increase output 
the requisite rate. output cannot increased, the entire wage 
increase must come out profits, and very short time, the 
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such firms would disappear. Obviously, such wage 
increases would resisted, and the inducement substitute capital 
for labor would also disappear. any event, can certainly see 
that where there are discontinuities, such sequences improvement 
cannot take place, they take place, they fairly soon reach 
point which they break down. assume that the advanced 


Units 


Units labor 


Figure 


sector the successful (and gradual) growth sequence can take place. 
Entrepreneurs expect, period period, certain expansion the 
market, and they expand output accordance with their expecta- 
tions. Firms can expand output either with the same technique 
with new technique. Now, individual firms attempt ex- 
pand output, they increase the demand for labor, and would 
expect wages rise. this effect that should lead the sub- 
stitution capital for labor (3). The increased output per man 


(3) assume that both sectors some types labor will not infinitely elastic 
supply the short run. This may still true, even unemployment exists for many 
groups the backward sector. 
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would then permit increase real wages. Thus, the expectations 
output growth may self-fulfilling possible shift easily 
more labor intensive techniques. Clearly, this process would not 
self-fulfilling such shifts are not possible that is, there are 
neighboring (more capital intensive) techniques that could readily 
adopted. 

The curve the figure illustration one the 
isoquants the production function question. The points 
(4), and (e) represent alternative distinct techniques. That 
say, assume that the capital comes distinct and indivisible 
units, and that with each different outfit capital, associate 
given quantity labor necessary produce the output The 
line the usual expenditure line, the basis given prices 
for the capital inputs and labor inputs. The slope the line reflects 
the ratio the input prices. another such expenditure line 
which reflects the fact that the relative wage rate is, here, consider- 
ably higher than Now, the isoquant drawn such 
way that there are relatively few distinct production techniques 
available when the capital-labor ratio low and relatively many are 
available when high. The lower part the isoquant would 
relevant for the backward segment the economy, since this 
segment the capital-labor ratio low, while the upper part the 
curve may relevant for the advanced segment. Now, small shift 
the relative prices labor capital will not induce the firm 
change its productive technique. This clear compare 
the line against the line both cases the tangency the 
expenditure line and the isoquant exists. But note that takes 
rather large increase the relative wage rate order induce the 
firm shift from technique technique 

Now, let look for moment the line Here find 
that relatively small shift the wage rate would induce such 
firm using technique shift out (4) and into other 
words, the indivisibilities were illustrated the diagram, then 
small wage change the backward sector would not induce 
firms substitute capital for labor, but relatively small wage 
change the advanced sector would so. Hence, under such 
circumstances, many firms the backward sector are not induced 
increase the amount capital per man, while this would the 
case the advanced sector. 


| 

| 
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closing this section, let review the 
Increases output per man, the long run, sector 
economy necessitate increases productivity per worker. But this 
turn, requires increase the capital stock per worker. This 
increase the capital stock will come about there induce- 
ment substitute capital for labor. But, even this inducement 
may exist and there would such inducements for the typical 
firm the wage rate relative capital cost went the produc- 
tivity per man could still not increased there are not any more 
capital-intensive productive techniques that could attempted and 
warranted the input price changes. The existence significant 
indivisibilities the outfits capital goods that could used, 
reflects situation which may often not possible shift from 
one production technique another. sum, small stimulants 
growth not induce permanent shifts technique the backward 
sectors, although they may the advanced sector. 

Expanding our argument the economy whole, can 
see the existence indivisibilities, the possibility differential 
rates growth between the two sectors the economy. If, the 
outset, there differential the degree development the 
two sectors the economy, then the sort production function 
that have depicted should result increase this differen- 
tial. Where will the investment funds go? and large, they 
cannot the backward sector because the backward sector 
impossible, under our assumption, increase the capital-labor 
ratio except making extremely large increases capital. Clearly, 
there will not inducement for firms make such large 
increases. Such increases would occur only firms anticipate that 
the wage rate will rise significantly, and they anticipate that 
markets will grow significantly (4). But, obviously, there little 
reason for such anticipations unless productivity per man rises. 
the advanced sector, however, anticipated increase wages 
will lead inducement invest, which turn, will increase 
output per man. the same time, since this results increase 
wage rate, also results increase markets for the increased 
output. Thus, the advanced sector can visualize sequence 


(4) This view also consistent with minimum effort principle” that 
have developed elsewhere. See Economic Backwardness and Economic Growth, New 
York, 1957, Chapter VIII. 
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events which there persistent and gradual increase the 
capital-labor ratio. have already suggested why this cannot 
take place many industries the backward sector. other 
words, indivisibilities the backward sector form bottleneck for 
sustained gradual growth sequence least some industries, even 
such sequence could initiated. 


Technical Progress and Dualism 


Probably the major means through which productivity and 
income per man have increased, the long run, 
technical progress through the creation new techniques 
firms. But, whether not new techniques are adopted depends 
the existing capital-labor ratio, the price inputs which deter- 
mines the cost alternative techniques well other elements 
within the firm’s purview. want show this section, 
parallel the ideas expressed the last section, the possibility 
technical progress which occurs such way that not adopted 
the backward sector the economy (5). 

common diagrammatical approach assume that technical 
progress leads shift all points the production function. 
However, quite possible indeed, likely that specific 
technique improvements shift only some points isoquant, but 
not all This possibility illustrated figure below. 

The curve results from inventions made after the curve 
figure the invention fairly capital intensive, but the 
current technique low degree capital intensity, then 
quite likely that the invention will result shift that portion 
the isoquant associated with fairly high capital-labor ratios, but 
will not shift that portion the isoquant associated with low 
capital-labor ratios. Let return again figure and observe 
the curve Q”, which represents invention after becomes the 
production function. Now, the expenditure slope the line 


(5) The reader should note that although shall proceed employ discontinuous 
isoquants many the arguments that follow, with respect technical progress and dualism, 
would just valid assumed continuous production functions, For example, 
figure set continuously non-kinky isoquants the branched type would yield some 
the same results. other words, the burden the arguments not all them rely 
entirely discontinuities. 


| 
| 
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the existing ratio labor cost capital cost, then see 
that the shifts the isoquant noted the figure have effect 
choice technique. other words, have illustrated the 
possibility that the locus technical progress may such that 
would affect the choice technique those cases which the 
cost labor capital high, but not when low. The same 
inventions, when they take place the advanced sector the eco- 


Units capital 


Units labor 
Figure 


nomy, would adopted, but they would not adopted the 
backward sector the economy. 

Now, technical progress likely the kind that 
have just illustrated? Here have make major distinction 
least two types technical progress. The first type 
might consider that major over-all invention such the 
steam engine the internal combustion engine the electric 
motor. Secondly, there the gradual type technical progress 
which takes place year after year, and which there are drastic 
changes machines implements employed, but, through redesign 
and general improvement, the effectiveness given types machines 
and implements are increased. probable that more the 
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technical progress that occurs economy the gradual 
kind, where through small changes, year after year, the eventual 
technique that emerges very much superior the initial tech- 
nique. Now, the spectacular innovations may the type that 
may affect all, least great many, points the production 
isoquant (6). But, general, the gradual type invention and 
improvement more likely affect that portion the isoquant 
associated with lower capital-labor ratios. There are least two 
reasons why this may the case. First, gradual technical progress 
likely take place where there already sufficient division 
labor that entrepreneurs, inventors, and others, could see the 
possibility improving those machines and implements which are 
sufficiently specialized within their purview. The idea 
here that the more specialized the machinery the implements, 
the easier for someone understand sufficiently that 
possible and likely for improvements occur people. any 
event, likely that inventions will take place the less traditional 
and more educated sector the economy, and such inventions are 
more likely close those techniques already utilized the 
advanced sector. 


Technical Progress, Knowledge, Scale Plant, and Complementary 
Inputs 


The previous remarks about gradual inventions and improve- 
ments are not intended suggest that inventions spectacular 
type will have equal impact both the advanced and the 
backward sector. The point made, with respect spectacular 
inventions, that some them may affect the entire production 
function great many points that such inventions 
may adopted both the backward and the advanced sector. 
does seem me, however, that general, the advanced sector 
more likely the position adopt inventions even 
spectacular kind. This likely true, among other things, 
take into account such considerations sufficient size 


(6) For example, often find some backward sectors, some small scale firms using 
small electric motors. Obviously, the invention the electric motor can influence more than 
just the advanced sector economy. 
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plant and the existence complementary inputs necessary adopt 
some types new capital goods. other words, some inventions 
result capital goods that are sufficiently large adopted more 
readily larger rather than smaller plants, and the advanced sector 
the more likely have the larger rather than the smaller plants. 
similar argument holds with respect complementary inputs. 

have already touched the matter knowledge. The 
higher the degree education that the labor force has, the greater 
its chances hitting inventions, and addition, the greater 
its capacity see the possibility the useful adoption inventions 
production processes. All these aspects are likely more 
prevalent the advanced rather than the backward sector. 
not only the degree education that significant, but also the 
variety knowledge available individuals. Since the advanced 
sector the economy likely employ larger variety pro- 
ductive techniques, hence, the variety productive knowledge 
the sector will accordingly larger. Therefore, more likely 
that this greater degree knowledge will yield more inventions 
and improvements suitable the advanced sector. 

have already stressed the importance indivisibilities 
potential productive techniques. But, further indivisibilities may 
created the new type capital goods that come the market. 
other words, there may certain minimum size which 
new outfits capital can produced economically. Certain 
improved machines implements may larger than the existing 
machines implements that similar type job less efficiently. 
The consequence this possibility that large firm sufficient 
scale finds that would pay for adopt the new technique, 
whereas small firm finds that could not so. The variables 
here are the existing size the firms, the possibilities for 
expansion, and the size the market. All these elements are 
clearly likely greater the advanced sector than the back- 
ward sector, and hence, the extent that scale consideration 
the adoption invention, such inventions will more readily 
adopted the advanced, rather than the backward sector. 

For capital good used efficiently, often necessary 
that other capital goods, other types labor employed the 
same time. Obviously, operate complicated type capital good 
such linotype machine requires the existence skilled opera- 
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tors. Similarly, many types capital goods, for their successful 
adoption and utilization, require the existence skilled mainten- 
ance people and repair crews who have available time 
need, Every type complicated machinery usually requires the 
simultaneous existence reasonably large spare parts industry. 
All these inputs are more likely exist the advanced sector. 
Hence, this basis, the type innovations that will take place 
will, more often than not, the kind that could most readily 
adopted the advanced, rather than the backward sector. 

Finally, might consider that the capital goods that could 
adopted not run the gamut all possible types and sizes 
capital goods. Firms are limited many their choices those 
types capital goods that are actually produced. the extent 
that they utilize industrial machinery and equipment, the backward 
sector the economy likely net importer such 
machinery and equipment. But, what types machines and equip- 
ment are fact being produced? Apart from those traditionally 
produced for the backward sector, likely that the new type 
capital goods produced will not most suitable for that sector 
where markets are undeveloped and uncertain, but rather, they 
will the type capital goods suitable for the production condi- 
tions and the variety labor available the advanced sector. 
Hence, the backward sector faces the additional handicap that 
has import capital goods, when wants so, type not 
especially designed for its own factor availabilities. 

sum, the locus inventions likely such that they 
are more readily adoptable the sector with the higher capital- 
labor ratios. addition, the locus and nature many inventions 
helps, part, explain the differential degree indivisibilities 
production techniques that are likely exist different parts 
the production function. 


Closing the Gap 


Thus far our analysis has aimed explaining the increasing 
gap between the advanced and backward sector the dual economy. 
This has been the main aim this paper. closing the 
gap” tantalizing problem but involves many new consider- 
ations, and must left for another occasion. Nevertheless, 
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would like, this juncture, offer few brief remarks that 
connection. 

suspect, that part, the increasing gap and the growth 
the advanced sector contain the seeds that eventually lead the 
closing the gap. This happens when more and more markets 
within the economy become close being national markets. That 
say, the economy advances, more and more industries 
which there are considerable economies scale, become important. 
Also, the average size firm increases simultaneously. However, 
the mere existence economies scale not sufficient create 
national market. Economies scale must become sufficiently 
large that their significance greater than the transportation 
costs that have overcome supplying national, almost 
national, markets. Now, the advanced sector grows, and more 
transportation facilities are built all around 
facilities are themselves subject economies scale), point will 
reached which the economies scale are more significant than 
differential transportation costs, and consequence, locational 
advantages other than closeness markets (or inputs) gain 
primacy determining plant location. When this occurs, the 
wage differentials between the advanced and the backward sectors 
come play, and consequence, there greater inducement 
for such industries locate the backward sector. the same 
time, the wage differential induces more and more workers from 
the backward sector move the advanced sector. All all, 
can readily see that point will reached such process 
which the tendency towards equalization sets in. 


Summary and Conclusions 


Others have used indivisibilities means explain under- 
employment and the utilization primitive techniques backward 
areas (7). But suspect that approach differs somewhat from 
that others. the first place, primarily interested 
Second, great deal emphasis technological progress and 
the fact that the nature technological progress may differentially 


(7) See especially the works Eckhaus and Hirschman, cited previously. 


q 
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affect the inducement invest different sectors. addition, 
analysis not, strictly speaking, the comparative static type. 
Rather, what have mind are alternative dynamic process 
analyses kind where the advanced sector the process, which 
this case, not limited the inducement invest, succeeds 
yielding certain rate growth the long run. the backward 
sector, the same process must proceed either slower rate, 
practically not all, because the stifling effect that have 
attributed indivisibilities, the locus technical progress, and 
consequence, the lower inducement invest. have tried 
suggest that the nature the production function and techno- 
logical progress may serve, the extreme case, bottleneck 
the inducement invest, and the less extreme case, factor 
that stifles, some degree, the inducement invest the back- 
ward sector compared with the advanced sector. addition, 
have considered other elements which are closely linked the 
inducement invest, and which operate differential manner 
between two sectors. These were, differences productive know- 
ledge, differences scale and the capacity take advantage 
new techniques because scale limitations, and differences the 
availability complementary inputs. 

Finally, let review briefly some the initial assumptions 
and elements the analysis. First, assumed that the relative 
position the two sectors, the historical point which 
break into the analysis, one which gap already exists. 
suggested reasons for the gap increase. emphasized the fact 
that many more productive alternatives are likely available 
the advanced sector (where the capital-labor ratio high) than 
the case the backward sector. addition, assumed, what 
also likely true historically, that the size-variety firms 
greater the advanced than the backward sector. other 
words, the backward sector more likely handicapped its 
expansion the size limitations existing plants. 

Before closing, word should said about entrepreneurship. 
often argued that entrepreneurship lacking the backward 
sector. Whether not entrepreneurs are some sense less readily 
available the backward sector cannot say present. However, 
interest note that our analysis would suggest one conclusion 
with respect entrepreneurship. The variety entrepreneurial op- 
portunities, well the number such opportunities, clearly 
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likely greater that sector which the inducement 
invest greater namely, the advanced sector. conse- 
quence, since there usually possibility entrepreneurial mobility, 
would expect that entrepreneurs from the backward sector would 
migrate the advanced sector search such opportunities. 
Thus, even intrinsic entrepreneurial talent were, the outset, 
evenly distributed between the two sectors, this talent would cease 
distributed view the inducements established the 
dual economy. 


Berkeley Harvey 


Notes and Comments 


Tax and Credit Aids Industrial Development 
Southern Italy: Comment Methodology 


their interesting article, “Tax and Credit Aids Industrial Deve- 
lopment Southern Italy”, Professor Gardner Ackley and Dr. Lamberto 
Dini analyzed the influence tax encouragements and special credit 
facilities the relative attractiveness investments the North and 
South Italy (1). One aim this study was set forth the effects 
the encouragements the rates return from prospective investments 
under the assumption equal operating costs the two areas, while 
second aim was estimate the higher operating costs that could borne 
the South before the favourable influence the special encouragements 
would eliminated. 

accomplish their objectives the authors made number sim- 
plifying assumptions. their introductory remarks the nature the 
assumptions were clearly specified, and the reader was warned that the 
methods employed led biased estimates. 

The purpose the present remarks explore the nature the 
bias the Ackley-Dini methodology. This important matter for 
two reasons. the bias the examples the article great, the results 
are misleading unless prospective investors their own calculations em- 
ploy the same methods and act upon the results. Much more important, 
however, the need for investor understanding the correct methods 
and the dangers involved using simplified procedures. 

fact the results obtained the article are reasonable approxima- 
tions the correct solutions the cost differential problem, and mode- 
rately biased estimates the rates return, but this due the careful 
selection assumptions the authors. particular cases the real 
world there reason believe that the same assumptions will 


(1) Banca Nazionale del Lavoro Quarterly Review, No. 51, December 1959, pp. 
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applicable, and thus the use the method set out the article can yield 
seriously misleading results. 

Undoubtedly many investors, either because they are unaware the 
correct procedures, because they believe them too complex, will 
rely some sort simplified methods aid them testing the profit- 
ability prospective investments. real investment situation the 
correct techniques, however, are not significantly more difficult than the 
simplified methods. While the article the problem was make 
large number comparisons cases which did not differ fundamentally, 
and for which the basic data such investment outlay and operating 
costs were inexpensive and easy obtain, the real investment situation 
the problem generally compare few alternatives which may differ 
fundamentally the time structure returns and longevity plant and 
equipment, and for which the information concerning operating costs 
and investment requirements will time consuming and costly acquire. 
Once the relevant information assembled will require very small 
amount extra effort compute returns and cost differentials the 
correct methods, that the use rules thumb simply not justifiable. 

what follows the nature the correct compound interest approach 
the problems will presented, and the results obtained with this 
procedure will compared with those obtained with the method em- 
ployed the article. 

The analytical procedure employed Professor Ackley and Dr. Dini 
may designated the “Initial Book Value Method” (IBVM). With 
this technique rates return are computed estimating annual account- 
ing profits and dividing this figure the capitalized initial investment. 
was assumed some Northern cases, for example, that initial invest- 
ment was 1,474.6 while gross profits were 250, from which 95.7 depre- 
ciation, computed with straight-line formula, and interest charges 
were deducted obtain net annual profit 107.3. This last figure 
divided total investment yielded profit before income tax 7.3%, (2). 

From accounting point view this figure might considered 
reasonable, but the problem hand not estimate 
accounting figure for the profit past operations. Here are dealing 
with the economic problem forecasting future prospective profitability. 
essentially because index profitability appropriate for account- 
ing purposes applied problem requiring economic index that 
the bias arises. The question is: What rate return asso- 


(2) Ibid., Table IV, 22. 
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ciated with stream future receipts and payments this stream cost 
certain sum today? The answer this query requires the use com- 
pound interest computations which give weight the fact that sum 
money received paid the future not worth the same amount 
from the standpoint the present. 

Before analyzing the relationship between the correct compound 
interest methods and IBVM, one important point must considered. 
The Italian laws include two essentially different types encouragements, 
loans low interest rates and various tax reductions and subsidies. While 
for accounting purposes interest loans may deducted from gross 
profits obtain net profit figure, the rate return derived from this 
procedure does not aid answering the economic questions. From 
economic point view the low interest rate loans have effect all 
the profitability opportunity taken whole. The economic 
return independent the method financing the project. What the 
loan does give investor greater ability undertake project. 
Alternatively may considered factor which lowers the minimum 
acceptable rate return which the investment must yield before will 
undertaken. The loan consequently may make investments with 
given rate return worthwhile when they would not without even 
though the rate return not affected. 

From economic point view the loan does affect one particular 
rate return directly. That the rate return the investor’s own 
capital equity. desired find the return equity, which after 
all very important, then the loan must considered receipt which 
lowers the investor’s initial outlay just does direct subsidy, and the 
interest and amortization payments will taken into account along with 
other future cost outlays the computation the rate return. the 
IBVM with loan, however (since the numerator influenced the 
loan, while the denominator not), the rate return computed nei- 
ther the rate return the investment whole, nor the rate 
return equity, but some sort average these which has true 
economic significance. correspond the economic concepts either 
the interest must removed from the numerator the denominator 
must include only equity capital. 

Although simple matter compute the influence loan 
the rate return equity capital, the subsequent analysis this 
has not been done, because, general principle, better treat 
separable decisions separately. Decisions concerning the appropriate me- 
thods financing project are usually separable from those which are 
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the profitability the investment whole, and this 
latter figure which special interest here. 

The first step the correct compound interest calculations the 
setting down the relevant cash flows. the case the Northern 
investment and the Southern investment using imported machinery these 
are follows (3). 


Cash Flows (4) 
Year Item North South 
value investment (6). 518 518 


The second step the process find the rate interest which 
equates the future cash flow the initial investment outlay. This rate 
interest the rate return the initial investment. means that 
the predicted cash flows are sufficient repay the initial investment with 
annual compound interest (i) percent (7). this case the approximate 
compound interest rate return the North and 19.4% 
the South, while the Initial Book Value Method yields the 


North and 15.4% the South. 

The algebraic analysis the bias involved the Initial Book Value 
Method carried out Appendix below. there demonstrated 
that the investment opportunities are the type which yield equal 
annual gross returns such the (+250) the example above, then the 
difference between the rate return obtained with the Initial Book Value 
Method (r) and the true compound interest rate return (i) will 
greater, the higher (i), the lower the remaining value after the 


(3) Data from Table and Table (B) North and South Case 

(4) Positive sign indicates receipt; negative sign indicates payment. 

(5) The Southern initial investment Table the article reported 1259.6. 
This involves computational error +100 which was made the case each example 
Southern investment. The rates return computed the article for Southern invest- 
ment are consequently error. 

(6) The remaining value assumed consist the recovery working capital 
(+300), and two thirds the initial value Northern structures (+218). Since the life 
these structures was assumed years, they may reasonably expected have 
depreciated third after years. The Northern value taken for the Southern invest- 
ment because this thought reflect adequately the influence the incentives the 
return from Southern investments the period beyond years, after the subsidized 
machinery with year life must replaced. 

(7) The actual calculations are set out Appendix below. 
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study period over. the study period one year, the remaining 
value after any study period equal the initial investment, then (r) 
estimates (i) exactly. The (r) will estimate given (i) less well the 
study period lengthens beyond one year until maximally poor value 
reached, and then for longer periods the estimate improves again. (i) 
increases the poorest estimate reached ever shorter study period. 
With remaining value and year study period, (i-r)=3.7 percentage 
points when i=10%, r=6.3%. With year study period, 
remaining value and i=20%, r=13.8%. The value (i-r) will cut 
proportionally remaining value increases. Thus the value the 
investment the end the study period depreciated one half the 
initial value and assume the ten year period with 
(1-.5)=1.85 points, 

The assumption made the above analysis concerning the structure 
the investment opportunities were very favourable for the Initial Book 
Value Method. Indeed, only the higher operating costs that can 
borne the South before the favourable influence the special encou- 
ragements eliminated are required, then, provided that the structure 
the Northern and Southern investments are the same, that differences 
are the scale the opportunities only, the Initial Book Value Method 
will yield the same result the correct method (8). The cases used 
the original article almost meet this requirement. the illustrative case 
above for example the correct cost differential when sales are 
1,250 the North and South and costs the North are 1,000, while 
the IBVM estimate 5.7% (9). 

this point, the analysis has emphasized the conditions required 
for minimum bias using the IBVM. Earlier, however, was stated 
that these conditions often will not obtain the real world, and that 
they not, then the IBVM may yield grossly incorrect solutions. 


(8) For identical results the ratio initial investment remaining value after the 
study period must the same both the North and the South. the example above 
this requirement not met exactly ten year study period employed, because the 
assumption that the remaining value Southern structures equal that Northern 
structures. this assumption not made the value the encouragements will unde- 
restimated because weight will given their effects beyond the year period. 
the other hand, year study period chosen that all capital will fully depre- 
ciated, then the IBVM loses its simplicity, for the total amount depreciation during years 
11-20 will differ from that during years 1-10. 

(9) The nature this calculation discussed Appendix below. The calculations 
the article meet the requirements for perfect estimation cost differentials, except for 
the treatment loans. However, meeting this standard the influence the period 
beyond the life machinery neglected. 
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illustrate this fact consider the following case (10). Two investment pro- 
posals, vacuum still and product terminal, are competing for limited 
funds oil company. Each requires immediate disbursement 
110,000 all which will capitalized. Straight-line depreciation will 
used the accounts, and both cases expected life years with 
zero salvage value. The estimated positive cash flow from the vacuum 
still will the first year, 34,000 the second year and will diminish 
4,000 year until 2,000 the tenth year. The estimated positive 
cash flow resulting from the product terminal will 5,000 the first year, 
g,000 the second, and will increase 4,000 year until 41,000 
the tenth year. 

The correct compound interest rate return the vacuum still 
approximately while the correct return from investment the 
product terminal approximately Application the IBVM which 
yields average annual profit 9,000 for the still and 12,000 for the 
still and 10.9% the product terminal. this example the IBVM bias 
sufficient rank the two projects incorrect order. Variations 
the IBVM such taking the average book value instead the initial 
book value for the denominator the “rate calculation still 
yield this anomalous result. 

general may said that the bias involved computing rates 
return the IBVM its common variants will vary from the estim- 
ates computed here the structure the investment opportunities vary 
from the case steady gross receipts, and some cases the bias will 
sufficient rank projects incorrectly, thus leading improper invest- 
ment decisions. Moreover, the simplicity the Book Value Methods 
diminishes when not reasonable assume simple straight-line depre- 
ciation over the life the investment may well the case, for 
example, country which allows other methods for tax purposes. 
Finally, the fact that the methods rely the capitalized book value 
the investment component the denominator computing rates 
return means that variations that part the initial outlay which 
can treated will influence the rate return calculation, when, from 
the economic point view, this has direct bearing the issue (11). 


neering Economy, 4th ed.; New York: The Ronald Press Co., 1960, 175 ff. 

(11) The correct methods take such differences into consideration insofar 
influence actual cash flows, which they will the computation the rate return 
after income tax, but not before income tax. 
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Appendix 


Illustrations Compound Interest Calculations. 
The rate return computations may illustrated going through 
the steps required reach the figure for Northern investment. 


(1) The cash flows are: 


Year Amount 

1,474.6 
1-10 250 


(2) The interest rate which equates these cash flows zero must 
found. The (—1,474.6) investment made year (0), course, not 
discounted. The positive flow 250 for years must discounted 


remaining value the end the tenth year must discounted using 


with the series present worth factor, with n=10. The 518 


the single payment present worth factor, with 

(3) clear that the 250 per year for ten years will dominate the 
positive values. Inspection table reveals that the series present 
worth factor about and this multiplied times 250 equals 1,250. 
therefore clear that the rate return less than fact the 
present worth the cash flows is: 


(4) The same procedure with interest rate yields present 
worth +105. therefore known that the true rate return lies 
between and 


(5) approximate the true rate return linear interpolation 
made follows. noted that the distance between the present worths 
12% and 15°, and that the distance the present 
worth from zero 105. The estimate then: 


105 
197 
(*) the series present worth factor, and .2472 the single payment present 


worth factor for 
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(6) This is, course, only approximation, but will generally 
yield results which are inaccurate only the first decimal place. The 
result generally little higher than the true rate, which may esti- 
mated more closely continuing the process outlined here using 
some other procedure such Newton’s method. 


(7) compute the cost differential necessary find the annual 
gross operating profit (G) the South that will yield the Northern 
return the Southern investment 1159.6). other words 
necessary that: 


190.6 


1,159.6 


(8) Since sales (S) less operating costs (C) equal gross profits (G), 
S-G=C. sales are 1,250, C=1,059.4. Thus Northern costs are 1,000, 
Southern costs may higher, and the Southern investment will 
still yield 13.5%. 


Appendix 

Comparison Initial Book Value and Compound Interest Methods 
Symbols 
=rate return with IBV method; 


=rate return with compound interest method; 


annual operating profits with IBV method; 


=gross annual operating profits with compound interest method; 
investment; 
value investment after study period; 
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(a) can shown that the (G) required yield given (i) may 
computed with the following formula: 


(b) From the definition the IBV method: 


(c) From (2) and (3): 
(d) the rate return calculations assumed that gross annual 


operating profits are known and equal the North and South, 
From this assumption using (1) and (4): 


estimates (i) exactly. The former holds there depreciation, while 
the latter holds for one year study 


Illustrative values (i-r) percentage points are presented 
Table under the assumption that 


TABLE 


i=10% 
2.9 


2.0 


G,-Da 
2r= 

3- Da = — 

i=20% 

6.2 
2.0 
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(g) (t) increases (i-r) decreases proportionally. For example, 
.5, the (i-r) values for Table are halved. 


(h) The IBV method will estimate exactly the tolerable cost diffe- 
rentials Northern and Southern investments follow the pattern assumed 
here. (t) different the North and South, seems reasonable 
assume, then element bias introduced even when investments 
are assumed yield equal (G’s) each year. This also source 
bias the computation (r) the cases used the Ackley-Dini article. 
Since the Southern cases does not provide the best estimate 
for structures (i-r), will slightly larger than indicated Table above. 


Harvard KENNETH 


Reply Comment Dr. Kauffman 


welcome Dr. Kauffman’s interesting comment our article 
fiscal and credit incentives for Southern investment. would agree 
with him that investor contemplating specific investments should 
probably use compound interest comparison. This particularly true 
comparing investments whose “time shape” radically different. 
Our method was only rough approximation, and indicated some 
its theoretical limitations the text our article. 

For the purpose our study, which was primarily that assessing 
differences yield between essentially similar investments North and 
South, believed that our method was adequate, and Kauffman appears 
concur this belief. 

However, Kauffman’s “correct method” still involves certain dif- 
ficulties. Recognition these difficulties (along with computational com- 
plexities when numerous comparisons were required) was among the 
reasons why chose our simplified approximation. 
calculated the “true” rate return (Keynes’ “marginal efficiency 
capital”, Fisher’s “rate return over cost”) the total capital 
invested, regardless how the investment financed. That is, 
his method takes account the special interest rates available for 
financing investment the South. One might assume that could take 
account these differences merely comparing the true rates return 
the total investment, North and South, with the appropriate rates 
interest, North and South. (This how Keynes and others have 
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formulated the rational investment decision: compare the marginal 
ciency capital with the market rate interest). But what the 
appropriate rate interest? submit that the rate for the South 
cannot the rate available loans from the special credit institutes. 
the first place, this rate applicable only part the capital used 
that part borrowed from the special institutes and only over part 
the life the assets (here terms amortization become crucial 
importance). What should take the appropriate market interest 
rate for the remainder the capital needed the South, and for all 
the capital needed the North? Should the rate available 
ordinary bank loans applicable this type investment? should 
the opportunity cost alternative investments available the owner 
the capital? The usual theoretical analysis assumes perfect capital 
market which these rates are the same. But the Italian capital market 
(indeed any capital market) far from perfect. For entrepreneur, 
who has opportunities for investment other enterprises, this rate may 
percent; for ordinary citizen may only the yield govern- 
ment securities. Only investment were carried all directions the 
point which all rates return real investment were equalized, 
and were equal the market rate interest publicly-traded securities 
would the usual assumptions appropriate (1). 

The problem far from simple, either theory practice. Our 
were imperfect, and probably could improved. (For example, 
were repeating the study might use the investment base for 
computing rates return not the initial book value but rather average 
beginning book value and book value the end ten years). But 
Kauffman’s method incomplete (until explains how would take 
account the terms financing), and raises almost insuperable theo- 
retical problems. Further, measure differences between North and 
South, which was our objective, not clear that his approach 
superior. 

regret the arithmetical error our tables which Kauffman 
has called attention. 


Ann Arbor ACKLEY LAMBERTO 


(1) See The Rate interest, Rate Return over Cost and 
Keynes’ Internal Rate Return”, American Economic Review, LVX (Dec. 1955), 
and Interest Return over Costs Internal Rate: Comment”, ibid XLVI 
(Dec. 1956), 
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The Control Liquidity and the Radcliffe Committee 


the March 1960 issue this review, Gambino gave 
interesting account factors determining the levels bank liquidity, 
money and quasi-money Italy. Control Liquidity 
However, his opening remarks, Prof. Gambino linked his comments 
with the Radcliffe Committee’s view that “it the liquidity the 
economy rather than the supply money that the authorities should 
seek affect their use monetary measures”. Unfortunately the 
author’s reference the Radcliffe Committee’s conclusion not quite 
appropriate, and implies rather misleading picture the Committee’s 
thesis. The concept liquidity used the Committee not the same 
that explored Prof. Gambino the remainder his article. 

Gambino’s starting-point that the liquidity the public does not 
consist wholly money, the sense coin, bank notes and demand 
deposits. also includes quasi-money, “understood asset capable 
being rapidly changed into money without appreciable loss” (1). 
views liquidity stock supply assets, and offers fairly precise 
measures the liquidity available both the public and the banking 
system Italy. 

The Radcliffe Committee also took account both money and 
quasi-money their survey liquidity. This, however, was not the 
point major difference between their approach and the traditional 
one, and their concept liquidity included certain other elements that 
fall outside the scope Gambino’s article. Although (as the Commit- 
tee’s critics have emphasized) they did not define liquidity 
sely, fairly clear that they used the term refer state con- 
dition, not definite body assets. They gave particular attention 
“the ease difficulty encountered spenders their efforts 
raise money”, and treated this important constituent liqui- 
dity (2). Moreover, when they did turn their attention liquid assets 
they were concerned not only with the assets the public and the ban- 


(1) Banca Nazionale del Lavoro Quarterly Review, March 
(2) Report the Committee the Working the Monetary System, Cmnd. 827, 


paragraph 389. 
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king system, but also with wide range other financial institutions 
that they regarded integral part the monetary system. 

The contrast between Gambino’s approach (as expressed 
article) and the Committee’s can expressed another way, 
terms what they were attempting do. Gambino was attempting 
measure the monetary situation given time, and measure the 
impact central banking policy, the behaviour the banks and other 
forces that situation. The Committee were interested less mone- 
tary phenomena themselves than the monetary determinants spen- 
ding the economy, and the ways which the authorities might 
able influence spending through monetary policy (3). The term 
“liquidity” used the Committee was not precise theoretical 
concept. was rather short-hand summary the monetary condi- 
tions (or, more broadly, the financial conditions) that influence spending. 

far there was novel element the Committee’s thinking 
about these matters, did not lie the inclusion quasi-money 
important determinant spending. lay stress access bor- 
rowed funds and the capital market, and relative neglect changes 
interest rates and changes the supply money (or quasi-money) 
decisive factors the situation. their concluding remarks 
monetary policy, the Committee did give certain weight interest- 
rates, but not deterrent borrowing. They acknowledged that 
the volume money and quasi-money was element liquidity, 
but they discussed much less fully than the ability borrow, which 
they appeared regard the really decisive element and the element 
which policy must strike (4). 

The Committee arrived this conclusion asking what are the 
sources funds available the person corporation who wants 
spend (5). (This notion “the sources funds”, which has reco- 
gnized place accountancy and the analysis company accounts, 
perhaps the best short summary what the Committee meant 
liquidity). doubt cash hand must included among these, 
well assets that can “rapidly turned into money without appre- 
ciable loss”, and expected flows income. The Committee duly noted 


(3) Ibid. ,paragraphs 382-383. 
(4) paragraph 397. 
(5) paragraph 316. 
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these, but they were more impressed the various sources borrowed 
funds (including the capital market) that are available, the economy. 
They were impressed, too, the extent which one source borrowed 
funds can substituted for another, that bank credit unavailable 
frustrated borrower may able obtain credit other ways, 
long-term borrowing mortgage from insurance company, 
the issue securities, hire-purchase. They argued that loan 
that does not add the supply money gives just great stimulus 
spending does loan made bank. 

large part the Committee’s report was therefore taken 
firstly with description the activities the complete range finan- 
cial institutions Britain, and secondly with discussion the 
methods that might used influence the institutions’ ability and 
willingness lend. This discussion included detailed comments the 
control bank liquidity and bank lending, but the Committee stated 
very firmly that they gave special attention the banks not because 
banks create money but because “they are the biggest lenders the 
shortest (most liquid) end the range credit markets” (6). The Com- 
mittee considered hardly less important influence the behaviour 
other institutions that might serve alternative suppliers credit. For 
technical reasons they concluded that normal circumstances debt 
management, and times emergency set direct controls, would 
the most effective measures for the purpose. The tendency their 
argument was allow central banking policy relatively minor role 
monetary policy and the monetary situation whole. 

should now clear that the subject-matter Gambino’s article 
very different from the “liquidity” that the Radcliffe Committee 
regarded the proper concern the monetary authorities. For 
Prof. Gambino liquidity stock assets, but for the Committee 
was also access flow funds from variety sources. possible 
link between the two the influence the size this particular 
stock assets the lending policies financial institutions other 
than the banks. happened, the Committee devoted little 
space this question. They assumed that willingness lend varies 
mainly with changes the values certain the capital assets held 
the institutions, and that capital values are determined especially 


(6) Ibid., paragraph 504, cf. paragraph 395. 
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interest rates (7). Their view the relationship between interest rates, 
capital assets and lending policies was based their study the recent 
behaviour and the balance-sheet structure the complex British 
financial institutions. This point, while obvious enough, serves 
warning that may dangerous attempt use the conclusions 
analysis other countries. 


Canberra Hume 


(7) paragraph 393. 


BANCA NAZIONALE DEL LAVORO 


HEAD OFFICE: ROME 
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Condensed Statement Condition, September 30, 1960 


ASSETS 


(Million lire) LIABILITIES 
Money call 176 Ordinary Reserve Fund 
Treasury Bills Staff Retirement Fund Provident 
Govt. Govt.-guaranteed Securities Fund 24,743-6 
Advances and Loans Current accounts with Sections 
Contangoes Circular cheques (assegni 
Due from 116,989.4 Advances taken 52.4 
Customers’ liabilities for guarantees, Guarantees, Acceptances, etc. 
Miscellaneous accounts 4,408.8 Unearned discount, etc. 6,758.0 
Due from capital subscribers 6,000.0 Profit per attached account 1,680.2 
Staff Retirement Fund Provident Bank’s securities guarantecing 
Fund: Bank’s securities Retirement Fund Provident Fund 23,384.6 
guarantee 23,384.6 
1,965,364.0 1,965,364.0 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT MEDIUM AND MINOR INDUSTRIES 
Capital, Reserves and Government Guarantee Fund 3,617,300,321 


SECTION FOR HOTEL AND TOURIST CREDIT 
Aggregate Capital and Reserves 5,001,512,808 


SECTION FOR CO-OPERATIVE CREDIT 


Capital and Reserves 2,929,791,199 


Government Guarantee 2,000,000,000 


SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves 4,520,524,377 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves 2,100,570,013 
SECTION FOR THE FINANCING PUBLIC WORKS AND PUBLIC UTILITY PLANTS 
Aggregate Capital and Reserves 1,000,000,000 
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BRANCHES ITALY 


ALGHERO 

ANCONA 

PIACENZA 
AVELLINO Porto 
FRATTAMAGGIORE Porto San 
BENEVENTO GENOVA Porto Torres 
BERGAMO SAMPIERDARENA Prato 

RAVENNA 
IMPERIA Marina 
Brunico 

Roma 

LaTINA CENTRO SALERNO 


SCALO 


San BENEDETTO DEL TRONTO 


Lecce 

Livorno SAVONA 

Lucca ScHIo 

CHIOGGIA SENIGALLIA 
CIVITAVECCHIA MERANO STRADELLA 

Como MEssINA SULMONA 
TERAMO 
CorTEOLONA 

CosENZA MonsuMMANO TERME TRENTO 

CREMONA TRIESTE 

Nuoro 

VENEZIA 
VERCELLI 

VERONA 

FERRARA Pavia VICENZA 
PERUGIA 


DEPENDENCIES ABROAD 


Representative Offices: NEW YORK Wall LONDON E.C, 
54, Threadneedle Street PARIS Rue 
Paix FRANKFURT a.M. 68, Bockenheimer Land- 
graben MONTREAL 1425, Mountain 
Edif. Sudameris. 


Branch Spain: MADRID Calle del Principe, 12. 


Autorizzazione del Tribunale Roma No. 2159 


Stabilimento Aristide Staderini Roma Via Crescenzio, 
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